APB accounting principles: volume 1: Current text as of August 1, 1969 by American Institute of Certified Public Accountants. Accounting Principles Board
University of Mississippi
eGrove
Association Sections, Divisions, Boards, Teams American Institute of Certified Public Accountants(AICPA) Historical Collection
1969
APB accounting principles: volume 1: Current text
as of August 1, 1969
American Institute of Certified Public Accountants. Accounting Principles Board
Follow this and additional works at: https://egrove.olemiss.edu/aicpa_assoc
Part of the Accounting Commons, and the Taxation Commons
This Book is brought to you for free and open access by the American Institute of Certified Public Accountants (AICPA) Historical Collection at
eGrove. It has been accepted for inclusion in Association Sections, Divisions, Boards, Teams by an authorized administrator of eGrove. For more
information, please contact egrove@olemiss.edu.
Recommended Citation
American Institute of Certified Public Accountants. Accounting Principles Board, "APB accounting principles: volume 1: Current text
as of August 1, 1969" (1969). Association Sections, Divisions, Boards, Teams. 153.
https://egrove.olemiss.edu/aicpa_assoc/153
ACCOUNTING
PRINCIPLESAPB
Current Text
AS OF AUGUST 1, 1969
VOLUME ONE
AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS
666 FIFTH AVENUE • NEW YORK, N. Y. 10019
ACCOUNTING
PRINCIPLES
• Current Text
A S OF AUGUST 1, 1969
V O LU M E O N E
Published for the 
American Institute of 
Certified Public Accountants 
by
Commerce Clearing House, Inc. 
Chicago, Illinois 60646
©  1969, A merican I nstitute of Certified P ublic A ccountants, Inc. 
666 F ifth Avenue, N ew York, N ew York, 10019
All Rights Reserved 
Printed in the United States of America
Ill
TABLE OF CONTENTS
VOLUME 1
Section Page
100 Preface; Introduction; Financial Accounting— Gen­eral ........................................................................ 11
2000 Financial Statement Presentation.............................  1001
4000 Revenue and Expense........................   2001
5100 Assets ......................................................................... 3001
5300 Liabilities and Deferred Credits...............................  3501
5500 Capital ....................................................................  4001
6000 Special Industry Applications....................................  5001. . . .  Cross-Reference T a b le s .............................................  5901. . . .  Topical Index ........................  5941
VOLUME 2
Accounting Research Bulletins............................ . . 6001APB Opinions ..................................    6501APB Statem ents..........................................................  9001Accounting Terminology Bulletins............................ 9501
A PB Accounting Principles
iv
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How To Use Volume 1 . . .The arrangement of topics in Volume 1 is indicated in the general table of contents at the front of the volume. There is a detailed table of contents covering the material within each major section.
The major sections are broken down into subtopics, each with its own section number. Further, each para­graph within a section is decimally numbered. For ex­ample, the number 2021.05 refers to the fifth paragraph of section 2021, covering the Statement of Source and Ap­plication of Funds.
The topical index uses the key word method to facili­tate reference to the pronouncements. This index is ar­ranged alphabetically by topic, and refers the reader to section and paragraph numbers. The boldface numbers in the index refer to the section in which the topic is cov­ered most comprehensively in Volume 1.
Appendix A is a cross-reference index which lists the Accounting Research Bulletins and Opinions and State­ments of the Accounting Principles Board and which indi­cates the section number in which material from the pro­nouncements still in effect may be found.
Appendix B is a cross-reference index which is ar­ranged by section numbers and which indicates the Ac­counting Research Bulletins and Opinions and Statements of the Accounting Principles Board from which the mate­rial in the section was derived.
Appendix C is a schedule of the major changes which have taken place in Accounting Research Bulletins 43 through 51 and in the Opinions of the Accounting Princi­ples Board since June 1953 when ARB 43 was issued. The dates of change are also indicated. It is thus possible, by reference to this appendix, to determine at any specified date the pronouncement which was in effect.
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Volume 2 is provided primarily for historical purposes, although there may be occasions when reference to Volume 2 will be necessary to determine the status of a pronounce­ment at any specified date. It will be particularly useful when a new pronouncement has replaced one in the current volume (Volume 1), but the effective date of the new pro­nouncement indicates that it is not yet effective for a par­ticular fiscal period. The reader is cautioned, however, that many changes have taken place in the material included in Volume 2, and he should consult Volume 1, Appendix C— Schedule of Changes, to ascertain if any change has taken place in any specified Bulletin, Opinion or Statement.
How To Use These Volumes
©  1968, A m erican  In stitu te  o f  C ertified  P u b lic  A ccou n ta n ts . In c .
vi
Preface • Introduction 
FINANCIAL ACCOUNTING- 
GENERAL
11
. . . preface and introduction to current text of 
accounting pronouncements . . . fundamentals of 
financial accounting . . . price-level changes . . . 
foreign operations . . . business combinations
TABLE OF CONTENTS
S ectio n  P aragraph
100 Preface 
500 Introduction
510 General
Accounting and the Corporate System..................... .01-.04
Applicability of Committee Opinions...................  .05
Voting Procedure in Adopting Opinions................ .06-.07
Authority of Opinions...................................................08-.11
Opinions Not Retroactive......... ............................... .12
The Company and Its Auditors............................. .13
520 Disclosure of Departures from Opinions of
Accounting Principles Board
1000 Financial Accounting— General
1010 Fundamentals of Financial Accounting
1070 Price-Level Changes
1071 Financial Statements Restated for
General Price-Level Changes
Foreword
Introduction.............. ................................................. .01-.06
Background Information
Changes in the General Purchasing Power of
M oney..................................................................... .07-.08
Measuring General Price-Level Changes.............. .09-.12
Effects of General Price-Level Changes..................13-.16
Monetary and Nonmonetary Assets and Lia­
bilities and General Price-Level Gains and
Losses ...................................  .17-.23
General Price-Level Restatements.....................  .24
A P B  A cco u n tin g  P r in c ip les
12 Table of Contents
Section Paragraph
Recommendations ......................................................... .25-.49
Restatement of Financial Statements..................... .27-.46
Presentation of General Price-Level Financial
Information ........................................................... .47-.49
1071A Financial Statements Restated for General Price-Level Changes— Appendix A
Gross National Product Implicit Price Deflator
Annual Averages..................................................  .01
Quarterly A verages.............................................  .02
1071B Financial Statements Restated for General Price-Level Changes— Appendix B
Monetary and Nonmonetary Items
Assets .....................................................................  .02
Liabilities................................................................  .03
Owners’ Equity ...................  .04
1071C Financial Statements Restated for General Price-Level Changes— Appendix C
Procedures To Prepare Financial Statements Re­
stated for General Price-Level Changes 
General Steps To Prepare General Price-Level
Financial Statements.......................................... .08-.19
Exhibits and Worksheets Illustrating Restatement
Exhibit A— Balance Sheet, December 31,
1967, General Price-Level Basis..............  .20
Exhibit B— Statement of Income and Re­
tained Earnings, 1967, General Price- 
Level B asis ....................................................  .21
R-1— Gross National Product Implicit Price
Deflators and Conversion Factors............ .22
R-2— Working Balance Sheets.....................  .23
R-3— Working Statement of Income and Re­
tained Earnings........................................... .24
R-4— Analysis of Marketable Securities,
Capital Stock, and Additional Paid-In 
Capital ...................    .25
R-5— Analysis of Prepaid Expenses..............  .26
R-6— Analysis of Property, Plant, and Equip­
ment ..............................................................  .27
R-7— Analysis of Accumulated Depreciation .28
R-8— Analysis of Deferred Income..............  .29
R-9— Analysis of Sales and Cost of Sales. . .30
R-10— Analysis of Expenses..........................  .31
©  1969, American Institute of Certified Public Accountants, Inc.
Table of Contents 13
Section Paragraph
R-11— General Price-Level G ain ........... .32
Exhibit A— Comparative Balance Sheets, 
December 31, 1968 and 1967, General
Price-Level Basis ......................................... .33
Exhibit B— Comparative Statements of In­
come and Retained Earnings, 1968 and
1967, General Price-Level Basis......  .34
R-1— Gross National Product Implicit Price
Deflators and Conversion Factors............  .35
R-2— Working Balance Sheets.............  .36
R-3— Working Statements of Income and
Retained Earnings.............................. .37
R-4— Analysis of Prepaid Expenses............ .38
R-5— Analysis of Property, Plant and Equip­
ment ..............................................................  .39
R-6— Analysis of Accumulated Depreciation .40
R-7— Analysis of Deferred Income......  .41
R-8— Analysis of Sales and Cost of Sales. . .42
R-9— Analysis of Expenses....................  .43
R-10— General Price-Level G ain ........  .44
1071D Financial Statements Restated for General Price-Level Changes— Appendix D 
General Price-Level Changes and Specific Price
Changes
Information for Illustration.................................  .04
Comments ..............................................................  .05
1080 Foreign Operations
1081 Foreign Operations and Foreign Exchange
Consolidation of Foreign Subsidiaries.............08-.09
Losses and Gains on Foreign Exchange. . . . .10-.11 
Translation of Assets, Liabilities, Losses and
Gains— Balance S h e e t................................. .12-.18
Translation of Assets, Liabilities, Losses and
Gains— Profit and Loss Statement................19-.21
1090 Business Combinations
1091 Purchase versus Pooling of Interests
  The next page is 21.  
APB Accounting Principles
21
Section  100 
P r e f a c e
(This preface represents a combination of the pref­ace prepared by the committee on accounting pro­cedure in 1953 for Accounting Research Bulletin Number 43, Restatement and Revision of Account­ing Research Bulletins, and a statement of subse­quent developments.)
.01 Since its organization the American Institute of Certified Public Accountants, aware of divergences in ac­counting procedures and of an increasing interest by the public in financial reporting, has given consideration to problems raised by these divergences. Its studies led it, in 1932, to make certain recommendations to the New York Stock Exchange which were adopted by the Institute in 1934. Further consideration developed into a program of research and the publication of opinions, beginning in  1938, in a series of Accounting Research Bulletins.
.02 Forty-two bulletins were issued during the period from 1939 to 1953. Eight of these were reports of the com­mittee on terminology. The other 34 were the result of re­search by the committee on accounting procedure directed to those segments of accounting practice where problems were most demanding and with which business and the accounting profession were most concerned at the time.
.03 Some of these studies were undertaken to meet new business or economic developments. Some arose out of the war which ended in 1945 and the problems follow­ing in its wake. Certain of the bulletins were amended, superseded, or withdrawn as changing conditions affected their usefulness.
.04 Although the committee has approved the objec­tive of finding a better term than the word surplus for use in published financial statements, it has used surplus herein as being a technical term well understood among accountants, to whom its pronouncements are primarily directed.
.05 The committee on accounting procedure and the committee on terminology of the American Institute of Certified Public Accountants were superseded on Septem-
§ 100.05APB Accounting Principles
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ber 1, 1959, by the Accounting Principles Board. A t its  first meeting, on September 11, 1959, the Board approved the following resolution:
The Accounting Principles Board of the Amer­ican Institute of Certified Public Accountants on September 1, 1959, assumed the responsibilities of the former committees on accounting procedure and on terminology.
During its existence, the committee on ac­counting procedure issued a series of accounting research bulletins and the committee on termi­nology issued a series of accounting terminology bulletins. In 1953, the first forty-two of the ac­counting research bulletins were revised, restated, or withdrawn and appeared as Accounting Re­search Bulletin No. 43 and Accounting Termi­nology Bulletin No. 1. Since 1953, other bulletins have been issued, the last accounting research bul­letin being No. 51 and the last terminology bulle­tin being No. 4.
The Accounting Principles Board has the au­thority, as did the predecessor committees, to re­view and revise any of these bulletins and it plans to take such action from time to time.
Pending such action and in order to prevent any misunderstanding meanwhile as to the status of the existing accounting research and terminol­ogy bulletins, the Accounting Principles Board now makes public announcement that these bul­letins should be considered as continuing in force with the same degree of authority as before.
.06 The Accounting Principles Board has issued a number of “ Opinions” and “ Statements.” Certain of the Opinions modify Accounting Research Bulletins or other Opinions. W ith these revisions, all currently existing Bul­letins, Opinions and Statements continue in full force and effect.
.07 This looseleaf edition has been instituted to fa­cilitate reference to the Bulletins, Opinions and Statements and to provide an effective means of reflecting modifica­tions of them on a timely basis. Due to the fact that it
§ 100.06 ©  1968, American Institute of Certified Public Accountants, Inc.
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is a compilation of pronouncements of the predecessor committee and the Board, the composition of which has changed during the periods of their existence, it has been considered desirable to maintain the language of the pro­nouncements in their original form and context to the ex­tent feasible. Accordingly, such terms as committee and Board appear unchanged from the original pronouncements.
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Introduction—General
(This section of the introduction was prepared, ex­cept as otherwise indicated herein, by the commit­tee on accounting procedure and was issued in June 1953 as a part of Accounting Research Bulle­tin No. 43, Restatement and Revision of Account­ing Research Bulletins.)
ACCOUNTING AND THE CORPORATE SYSTEM
.01 Accounting is essential to the effective functioning of any business organization, particularly the corporate form. The test of the corporate system and of the special phase of it represented by corporate accounting ultimately lies in the results which are produced. These results must be judged from the standpoint of society as a whole—not merely from that of any one group of interested persons.
.02 The uses to which the corporate system is put and the controls to which it is subject change from time to time, and all parts of the machinery must be adapted to meet changes as they occur. In the past fifty years there has been an increasing use of the corporate system for the purpose of converting into readily transferable form the ownership of large, complex, and more or less permanent business en­terprises. This evolution has brought in its train certain uses of the processes of law and accounting which have led to the creation of new controls, revisions of the laws, and reconsideration of accounting procedures.
.03 As a result of this development, the problems in the field of accounting have increasingly come to be con­sidered from the standpoint of the buyer or seller of an interest in an enterprise, with consequent increased recog­nition of the significance of the income statement and a tendency to restrict narrowly charges and credits to surplus.The fairest possible presentation of periodic net income, with neither material overstatement nor understatement, is important, since the results of operations are significant not only to prospective buyers of an interest in the enter­prise but also to prospective sellers. W ith the increasing importance of the income statement there has been a tend­ency to regard the balance sheet as the connecting link
§ 510.03APB Accounting Principles
3 2 Introduction
between successive income statements; however this con­cept should not obscure the fact that the balance sheet has significant uses of its own.
.04 This evolution has also led to a demand for a larger degree of uniformity in accounting. Uniformity has usually connoted similar treatment of the same item  occurring in many cases, in which sense it runs the risk of concealing important differences among cases. Another sense of the word would require that different authorities working independently on the same case should reach the same conclusions. Although uniformity is a worthwhile goal, it should not be pursued to the exclusion of other bene­fits. Changes of emphasis and objective as well as changes in conditions under which business operates have led, and doubtless will continue to lead, to the adoption of new ac­counting procedures. Consequently, diversity of practice may continue as new practices are adopted before old ones are completely discarded.
APPLICABILITY OF COMMITTEE OPINIONS
.05 The principal objective of the committee has been to narrow areas of difference and inconsistency in account­ing practices, and to further the development and recogni­tion of generally accepted accounting principles, through the issuance of opinions and recommendations that would serve as criteria for determining the suitability of account­ing practices reflected in financial statements and represen­tations of commercial and industrial companies. In this endeavor, the committee has considered the interpretation and application of such principles as appeared to it  to be pertinent to particular accounting problems. The commit­tee has not directed its attention to accounting problems or procedures of religious, charitable, scientific, educational, and similar non-profit institutions, municipalities, profes­sional firms, and the like. Accordingly, except where there is a specific statement of a different intent by the commit­tee, its opinions and recommendations are directed pri­marily to business enterprises organized for profit.
VOTING PROCEDURE IN ADOPTING OPINIONS
.06 The committee regards the representative char­acter and general acceptability of its opinions as of the
§ 5 1 0 .0 4  ©  1968, American Institute of Certified Public Accountants, Inc.
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highest importance, and to that end has adopted the follow­ing procedures:
(a) Any opinion or recommendation before issu­ance is submitted in final form to all members of the committee either at a meeting or by mail.
(b) No such opinion or recommendation is is­sued unless it  has received the approval of two-thirds of the entire committee.
(c) Any member of the committee dissenting from an opinion or recommendation issued under the pre­ceding rule is entitled to have the fact of his dissent and his reasons therefor recorded in the document in which the opinion or recommendation is presented.
.07 Before reaching its conclusions, the committee gives careful consideration to prior opinions, to prevailing practices, and to the views of professional and other bodies concerned with accounting procedures.
AUTHORITY OF OPINIONS.08 Except as indicated in the succeeding paragraph, the authority of Accounting Research Bulletins and Opin­ions of the Accounting Principles Board rests upon their general acceptability. While it is recognized that general rules may be subject to exception, the burden of justifying departures from Accounting Research Bulletins and Board Opinions must be assumed by those who adopt other prac­tices. [As amended, effective for fiscal periods beginning after December 31, 1965, by Council action October 1964.]
.09 Action of Council of the Institute (Special Bulle­tin, Disclosure of Departures from Opinions of the Account­ing Principles Board, October, 1964, included in section 520 in its entirety) provides that:
(a) “ Generally accepted accounting principles” are those principles which have substantial authori­tative support.
(b) Opinions of the Accounting Principles Board constitute “ substantial authoritative support.”
(c) “ Substantial authoritative support” can ex­ist for accounting principles that differ from Opin­ions of the Accounting Principles Board.
APB Accounting Principles § 510.09
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The Council action also requires that departures from effec­tive Board Opinions (as well as effective Accounting Re- search Bulletins) be disclosed in footnotes to the financial statements or in independent auditors’ reports when the effect of the departure on the financial statements is ma­terial. [As amended, effective for fiscal periods beginning after December 31, 1965, by Council action October 1964.]
.10 As directed by Council1 the Accounting Principles Board reviewed all Accounting Research Bulletins in Oc­tober 1965 to determine whether any of them should be revised or withdrawn. In making its review, the Board has interpreted the disclosure requirement approved by Council to apply, with equal force, to departures from the provisions of Accounting Research Bulletins and Board Opinions that relate not only to accounting principles followed in the preparation of the financial statements but also to the form and content of financial statements and to the disclosure of information. For purposes of carrying out Council’s re­quirement, the Board construes the term ‘‘accounting principles” to include not only principles and practices, but also the methods of applying them.2 [As amended, effective for fiscal periods beginning after December 31, 1965, by APB Opinion No. 6.]
.11 The committee contemplates that its opinions will have application only to items material and significant in the relative circumstances. It considers that items of little or no consequence may be dealt with as expediency may suggest. However, freedom to deal expediently with im­material items should not extend to a group of items whose cumulative effect in any one financial statement may be material and significant.
OPINIONS NOT RETROACTIVE
.12 No opinion issued by the committee or by the Board is required to have a retroactive effect unless it con­tains a statement of such requirement. Thus an opinion will ordinarily have no application to a transaction arising prior to its publication (or stated effective date), nor to transactions in process of completion at the time of publi­cation. But while the committee considers it inequitable *
1 See section 520.03, subparagraph 7.2 Statement on Auditing Procedure No. 33, Auditing Standards and Procedures, paragraph 2, page 40.
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to make its statements retroactive, it does not wish to discourage the revision of past accounts in an individual case if it appears to be desirable in the circumstances. [As amended to reflect Board policy—beginning with APB Opinion No. 6, October 1965—of stating the effective date of each Opinion.]
THE COMPANY AND ITS AUDITORS
.13 Underlying all committee opinions is the fact that the accounts of a company are primarily the responsibility of management. The responsibility of the auditor is to express his opinion concerning the financial statements and to state clearly such explanations, amplifications, disagree­ment, or disapproval as he deems appropriate. While opinions of the committee are addressed particularly to cer­tified public accountants whose problem it is to decide what they may properly report, the committee recommends simi­lar application of the procedures mentioned herein by those who prepare the accounts and financial statements.
  The next page is 51. 
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Section  520
Disclosure of Departures from 
Opinions of Accounting 
Principles Board
Effective for fiscal periods beginning after December 31, 1965, unless otherwise indicated
To Members of the American Institute of Certified Public Accountants
.01 The Council of the Institute, at its meeting Octo­ber 2, 1964, unanimously adopted recommendations that members should see to it that departures from Opinions of the Accounting Principles Board (as well as effective Accounting Research Bulletins issued by the former Com­mittee on Accounting Procedure) are disclosed, either in footnotes to financial statements or in the audit reports of members in their capacity as independent auditors.
.02 This action applies to financial statements for fiscal periods beginning after December 31, 1965.
.03 The recommendations adopted by Council are as follows:
1. “ Generally accepted accounting principles” are those principles which have substantial authoritative support.
2. Opinions of the Accounting Principles Board constitute “ substantial authoritative support.”
3. “ Substantial authoritative support” can exist for accounting principles that differ from Opinions of the Accounting Principles Board.
4. No distinction should be made between the Bul­letins issued by the former Committee on Accounting Procedure on matters of accounting principles and the Opinions of the Accounting Principles Board. Ac­cordingly, references in this report to Opinions of the
§ 520.03APB Accounting Principles
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Accounting Principles Board also apply to the Ac­counting Research Bulletins.1, 2
5. If an accounting principle that differs materi­ally in its effect from one accepted in an Opinion of the Accounting Principles Board is applied in financial statements, the reporting member must decide whether the principle has substantial authoritative support and is applicable in the circumstances.
a. If he concludes that it does not, he would either qualify his opinion, disclaim an opinion, or give an ad­verse opinion as appropriate. Requirements for han­dling these situations in the reports of members are set forth in generally accepted auditing standards and in  the Code of Professional Ethics and need no further implementation.
b. If he concludes that it does have substantial authoritative support:
(1) he would give an unqualified opinion and
(2) disclose the fact of departure from the Opinion in a separate paragraph in his report or see that it is disclosed in a footnote to the financial state­ments and, where practicable, its effects on the finan­cial statements.* Illustrative language for this pur­pose is as follows:
The company’s treatment of (describe) is at variance with Opinion No. — of the Account­ing Principles Board (Accounting Research Bulletin No. — of the Committee on Account­ing Procedure) of the American Institute of Certified Public Accountants. This Opinion
1This is in accord with the following resolution of the Accounting Principles Board at its first meeting on September 11, 1959:“The Accounting Principles Board has the authority, as did the prede­cessor committee, to review and revise any of these Bulletins (published by the predecessor committee) and it plans to take such action from time to time.“Pending such action and in order to prevent any misunderstanding meanwhile as to the status of the existing accounting research and ter­minology bulletins, the Accounting Principles Board now makes public announcement that these bulletins should be considered as continuing in force with the same degree of authority as before.”2The Terminology Bulletins are not within the purview of the Council's resolution nor of this report because they are not statements on accounting principles.* In those cases in which it is not practicable to determine the approxi­mate effect on the financial statements, this fact should be expressly stated.
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(Bulletin) states that (describe the principle in question). If the Accounting Principles Board Opinion (Accounting Research Bulle­tin) had been followed, income for the year would have been increased (decreased) by$---------, and the amount of retained earningsat (date) increased (decreased) by $---------.In our opinion, the company’s treatment has substantial authoritative support and is an acceptable practice.* * * * *
If disclosure is made in a footnote, the last sentence might be changed to read: In theopinion of the independent auditors,------------,the company’s treatment has substantial au­thoritative support and is an acceptable prac­tice.
6. Departures from Opinions of the Accounting Principles Board which have a material effect should be disclosed in reports for fiscal periods that begin:
a. After December 3 1 , 1965, in the case of existing Bulletins and Opinions;
b. After the issue date of future Opinions unless a later effective date is specified in the Opinion.
7. The Accounting Principles Board should re­view prior to December 31, 1965, all Bulletins of the Committee on Accounting Procedure and determine whether any of them should be revised or withdrawn.
8. The Accounting Principles Board should include in each Opinion a notation that members should dis­close a material departure therefrom.
9. The failure to disclose a material departure from an Accounting Principles Board Opinion is deemed to be substandard reporting.† The Practice Review Committee should be instructed to give its at­tention to this area and to specifically report to Council the extent of deviations from these recommendations.
† In discussion at the Council meeting it was explained that the phrase “substandard reporting” was used in the sense of reporting practices not in conformity with recommendations of the Council.
APB Accounting Principles § 520.03
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10. The Committee on Professional Ethics and the Institute’s legal counsel have advised that the present By-Laws and Code of Professional Ethics would not cover an infraction of the above recommendations. Whether the Code of Professional Ethics should be amended is a question which should be studied fur­ther.‡ * * * * *
.04 As indicated in the above text, Council’s action is not intended to have the force and effect of a rule of ethics, but rather that of a standard of reporting practice, deviations from which should have the attention of the Practice Review Committee. Yours truly,
T h o m a s  D . F l y n n , President
  The next page is 101.  
‡ By order of the Council a special committee is now reviewing the entire matter of the status of Opinions of the Accounting Principles Board, and the development of accounting principles and practices for the purpose of recommending to Council a general statement of philosophy, purpose and aims in this area.
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Section 1010
Fundamentals of Financial 
Accounting
Issue date, unless otherwise indicated:April 13, 1962
STATEMENT BY THE ACCOUNTING PRINCIPLES BOARD
.01 The Accounting Principles Board has received Accounting Research Study No. 3, “ A  Tentative Set of Broad Accounting Principles for Business Enterprises, ’’ by Robert T. Sprouse and Maurice Moonitz. The Board previously had received Accounting Research Study No. 1, ‘‘The Basic Postulates of Accounting,’’ by Maurice Moonitz. Study No. 1 was published in September 1961 and Study No. 3 is scheduled for publication toward the end of April 1962.
.02 In the opinion of the Director of Accounting Re­search, these two studies comply with the instructions to the Accounting Research Division to make a study of the basic postulates and broad principles of accounting. Prior to its publication, Study No. 3 has been read and com­mented upon by a limited number of people in the field of accounting. Their reactions range from endorsement of the ideas set forth in the study of “ Broad Principles’’ to mis­givings that compliance with the recommendations set forth by the authors would lead to misleading financial state­ments. The Board is therefore treating these two studies (the one on “ Postulates” and the other on “ Principles” ) as conscientious attempts by the accounting research staff to resolve major accounting issues which, however, contain inferences and recommendations in part of a speculative and tentative nature.
.03 The Board feels that there is ample room for im­provement in present generally accepted accounting prin­ciples and a need to narrow or eliminate areas of difference which now exist. It hopes the studies will stimulate con­structive comment and discussion in the areas of the basic postulates and the broad principles of accounting. Ac-
§ 1010.03APB Accounting Principles
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counting principles and practices should be adapted to meet changing times and conditions, and, therefore, there should be experimentation with new principles and new forms of reporting to meet these conditions. The Board be­lieves, however, that while these studies are a valuable con­tribution to accounting thinking, they are too radically different from present generally accepted accounting princi­ples for acceptance at this time.
.04 After a period of exposure and consideration, some of the specific recommendations in these studies may prove acceptable to the Board while others may not. The Board therefore w ill await the results of this exposure and consideration before taking further action on these studies.
The next page is 701.
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Section 1071
Financial Statements 
Restated for General 
Price-Level Changes Issue date, unless otherwise indicated: June, 1969
STATEMENT OF THE ACCOUNTING PRINCIPLES BOARD
FOREWORD
This Statement sets forth the conclusions and recommendations of the Accounting Principles Board concerning general price-level information. Presentation of such information is not mandatory.The principles and procedures on which general price-level information is based have been tested (see paragraph .16 of this section) and have been discussed with representatives of organizations that have responsibilities which involve financial reporting.
INTRODUCTION.01 This section explains the effects on business enter­prises and their financial statements of changes in the gen­eral purchasing power of money, describes the basic nature of financial statements restated for general price-level changes (“ general price-level financial statements” ), and gives general guidance on how to prepare and present these financial statements.1
.02 In Section 4071 (issued in 1953), the committee on accounting procedure stated that it “ . . . gives its full support to the use of supplementary financial schedules, explanations or footnotes by which management may ex­
1 A more detailed discussion of general price-level financial statements is found in Accounting Research Study No. 6, “Reporting the Financial Effects of Price-Level Changes,” by the Staff of the Accounting Research Division, American Institute of Certified Public Accountants, 1963. (Ac­counting research studies are not statements of this Board or of the Institute but are published for the purpose of stimulating discussion on important accounting matters.)
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plain the need for retention of earnings [in the face of ris­ing general price levels].” Section 4071 continues in “ full force and effect without change” according to APB Opinion 6. (See Volume 2, pages 6527-6531.) The present section is an expansion of the ideas in section 4071; it provides recommendations on how to prepare and present supple­mentary information restated for general price-level changes.
.03 General price-level financial statements take into account changes in the general purchasing power of money. These changes are now ignored in preparing financial state­ments in the United States. In conventional financial state­ments the individual asset, liability, stockholders’ equity, revenue, expense, gain, and loss items are stated in terms of dollars of the period in which these items originated. Conventional financial statements may be referred to as “ historical-dollar financial statements.”
.04 The basic difference between general price-level and historical-dollar financial statements is the unit of measure used in the statements. In general price-level statements the unit of measure is defined in terms of a single specified amount of purchasing power—the general purchasing power of the dollar at a specified date. Thus, dollars which represent the same amount of general pur­chasing power are used in general price-level statements whereas dollars which represent diverse amounts of general purchasing power are used in historical-dollar statements.
.05 The cost principle on which historical-dollar state­ments are based is also the basis of general price-level statements. In general, amounts shown at historical cost in historical-dollar statements are shown at historical cost restated for changes in the general purchasing power of the dollar in general price-level statements. The amount may be restated, but it still represents cost and not a current value. The process of restating historical costs in terms of a specified amount of general purchasing power does not introduce any factors other than general price-level changes. The amounts shown in general price-level financial state­ments are not intended to represent appraisal values, re­placement costs, or any other measure of current value. (See section 1071D for further discussion.)
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.06 Changes, in the general purchasing power of money have an impact on almost every aspect of economic affairs, including such diverse matters as investment, wage nego­tiation, pricing policy, international trade, and government fiscal policy. The effects of changes in the general pur­chasing power of money on economic data expressed in monetary terms are widely recognized, and economic data for the economy as a whole are commonly restated to elimi­nate these effects. General price-level financial statements should prove useful to investors, creditors, management, employees, government officials, and others who are con­cerned with the economic affairs of business enterprises.
BACKGROUND INFORMATION
Changes in the General Purchasing Power of Money.07 The general purchasing power of the dollar—its command over goods and services in general—varies, often significantly, from time to time. Changes in the general purchasing power of money are known as inflation or de­flation. During inflation, the general purchasing power of money declines as the general level of prices of goods and services rises. During deflation, the general purchasing power of money increases as the general level of prices falls. The general purchasing power of money and the general price level are reciprocals.
.08 A change in the general price level is a composite effect of changes in the prices of individual goods and serv­ices. The prices of all goods and services do not change at the same rate or in the same direction. Some rise while others fall, some rise or fall more rapidly than others, and some remain unchanged. This section is concerned with changes in the general purchasing power of money and therefore with changes in the general price level, not with changes in the relationships between specific prices of indi­vidual goods and services. (See section 1071D.)
Measuring General Price-Level Changes.09 Changes in the general price level are measured by the use of index numbers. The most comprehensive indi­cator of the general price level in the United States is the Gross National Product Implicit Price Deflator (GNP De-
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flator), issued quarterly by the Office of Business Eco­nomics of the Department of Commerce. The Consumer Price Index which is issued monthly by the Bureau of Labor Statistics of the Department of Labor is less inclusive than the GNP Deflator. Because of differences in coverage and in the system of weights used, the two indexes may change at different rates in the short run. Over the long run, how­ever, the two indexes have changed at approximately the same rate.
.10 Published general price-level indexes in the United States are stated in terms of a base year (currently 1958 for the GNP Deflator). Index numbers for current periods are expressed as percentages of the base year gen­eral price level. Through the use of indexes, amounts stated in terms of dollars at any point in time can be restated in terms of dollars of the base year of the index, dollars of the current year, or dollars of any year that is chosen. For example, the cost of land purchased for $10,000 in 1964 (GNP Deflator index =  108.9) can be restated as 9,183 dollars of 1958 general purchasing power (index =  100.0) by multiplying the cost by 100.0/108.9, or as 11,185 dollars of 1968 general purchasing power (index =  121.8) by multiplying the cost by 121.8/108.9. In all three cases the cost is the same but the units in which it is expressed are different. Similarly, the general level of prices in 1968 may be stated as 121.8% of the general level of prices in 1958, or the general level of prices in 1958 may be stated as 100-------=  82.1% of the general level of prices in 1968.121.8
.11 General price levels seldom remain stable for long periods. For example, 35 of the 39 year to year changes in the United States GNP Deflator from 1929 to 1968 ex­ceeded 1%. Ten of these changes were more than 5% and four were more than 10%. (See section 1071A.)
.12 Although general price levels can and have moved both up and down, inflation has been the general rule throughout the world for the last 30 years. Some countries have experienced slowly rising prices while others have experienced rapidly rising prices. The rise in the general price level in the United States, as measured by the GNP
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Deflator, was approximately 22% during the period 1958- 1968 or a compound annual rate of 2% in contrast to approximately 130% in the preceding 20 years or a com­pound annual rate of about 4%. Price indexes in Brazil rose about 3,000% from 1958 to 1966. Inflation in China, Greece, and Hungary just before and after World War II  was even more spectacular. General price-level increases of 25% to 50% per year have occurred recently in several countries.
Effects of General Price-Level Changes.13 The effects of inflation or deflation on a business enterprise and on its financial statements depend on (1) the amount of change in the general price level and (2) the composition of the assets and liabilities of the enterprise.
.14 Effects of Rate of Inflation. Large changes in the general price level obviously have a greater effect than small changes. It is perhaps less obvious that moderate changes in the general price level may also significantly affect business enterprises and their financial statements.The nature of the income statement and the cumulative effect over time of moderate changes in the general price level tend to magnify the effects of changes in the general price level. Thus, in the income statement, differences which represent relatively small percentage changes in compara­tively large revenue and expense items may be substantial in relation to net income. Also, if assets are held for a number of years the effect of inflation or deflation depends on the cumulative inflation or deflation since acquisition of the assets. The general price-level change in any one year is only a part of the total effect. Thus, the 3.8% inflation experienced in 1968 is only a small part of the total infla­tion effect on fixed assets appearing in 1968 statements.For fixed assets purchased in 1950, for example, there is a cumulative inflation effect of 54% (total inflation measured by the GNP Deflator from 1950 to 1968) on undepreciated cost and depreciation expense in 1968 general price-level financial statements. Furthermore, the effects of infla­tion compound over a period of years (for example, a constant 2% rate of inflation results in a 22% cumulative general price-level change in ten years and a 49% cumula­tive general price-level change in 20 years). Nonrecognition
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of the effects of inflation may therefore have a substantial effect on financial statement representations of assets held over long periods (such as investments, and property, plant, and equipment), even though the amount of inflation each year has been relatively small.
.15 Effects of Different Kinds of Assets and Liabili­ties. The holders of some types of assets and liabilities are affected differently by inflation and deflation than are the holders of other types of assets and liabilities. For example, holders of cash and similar assets always lose general purchasing power during a period of inflation, but holders of other assets may or may not lose general pur­chasing power during inflation. The effects on holders of different types of assets and liabilities are discussed more fully in paragraphs .17 to .23.
.16 Determining Combined Effects. The effects of general price-level changes on a business enterprise and its financial statements therefore cannot be approximated by a simple adjustment. If users attempt to adjust for gen­eral price-level changes on an uninformed basis, they are likely to draw misleading inferences. The effects of gen­eral price-level changes can only be determined by com­prehensive restatement of the items which comprise its financial statements. The need for comprehensive restate­ment was illustrated by a field test of general price-level restatement procedures.2 For many companies in the test, net income was a smaller numerical amount on the general price-level basis than on the historieal-dollar basis for the same period; for other companies it was a larger amount. The percentage differences between the amounts of net in­come for each company on the two bases varied widely, even with the relatively mild inflation in the United States in recent years.
Monetary and Nonmonetary Assets and Liabilities and 
General Price-Level Gains and Losses.17 During inflation, a given amount of money can be used to buy progressively fewer goods and services in general. Consequently, holders of money lose general pur­chasing power as a result of inflation. This loss may be
2 See Paul Rosenfield, “Accounting for Inflation—A Field Test,” The Journal of Accountancy, June 1969, pp. 45 to 50.
§ 1071.15 ©  1969, American Institute of Certified Public Accountants, Inc.
Financial Statements Restated for General Price-Level Changes 707
called a “ general price-level loss.” 3 General price-level losses also occur when certain other assets, mainly con­tractual claims to fixed amounts of money, are held during a period of inflation. The amount of money expected to be received represents a diminishing amount of general purchasing power simply as a result of the inflation. Simi­larly, a fixed amount of money payable in the future be­comes less burdensome in a time of inflation because it is payable in dollars of reduced general purchasing power; those who owe money during inflation therefore have ‘‘gen­eral price-level gains.” The effects of deflation are the opposite of the effects of inflation on holders of assets and liabilities of the type described in this paragraph.
.18 Assets and liabilities are called “ monetary” for purposes of general price-level accounting if their amounts are fixed by contract or otherwise in terms of numbers of dollars regardless of changes in specific prices or in the general price level. Examples of monetary assets and li­abilities are cash, accounts and notes receivable in cash, and accounts and notes payable in cash. Holders of mone­tary assets and liabilities gain or lose general purchasing power during inflation or deflation simply as a result of general price-level changes.4 General price-level gains and losses on monetary items cannot be measured in historical- dollar financial statements and are not now reported.
.19 Assets and liabilities other than monetary items are called “ nonmonetary” for general price-level account­ing purposes. Examples of nonmonetary items are inven­tories, investments in common stocks, property, plant, and equipment, deferred charges which represent costs expended in the past, advances received on sales contracts, liabilities
* Gains and losses of this type are often called “purchasing power gains and losses” in discussions of general price-level accounting (for example, see Accounting Research Study No. 6, page 137), but the Board prefers the term “general price-level gains and losses” to distinguish them from other gains and losses of general purchasing power experienced by business en­terprises, such as those discussed in paragraph .19 of this section.4 See Accounting Research Study No. 6, page 137, for discussion of monetary and nonmonetary items in general price-level accounting. Assets and liabilities may be classified as “monetary” for purposes other than general price-level accounting. Classification of assets and liabilities as monetary for general price-level accounting purposes should be based on the fact that holders gain or lose general purchasing power simply as a result of general price-level changes rather than on criteria developed for other purposes.  
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for rent collected in advance, deferred credits which repre­sent reductions of prior expense, and common stock. Hold­ers of nonmonetary items do not gain or lose general purchasing power simply as a result of general price-level changes. If the price of a nonmonetary item changes at the same rate as the general price level, no gain or loss of general purchasing power results. Holders of nonmonetary assets and liabilities gain or lose general purchasing power if the specific price of the item owned or owed rises or falls faster or slower than the change in the general price level. Holders of nonmonetary assets and liabilities also gain or lose general purchasing power if the specific price of a nonmonetary item remains constant while the general price level changes. Gains and losses on nonmonetary items differ from general price-level gains and losses on monetary items because they are the joint result of changes in the struc­ture of prices (the relationships between specific prices) and changes in the general level of prices, and not the result simply of changes in the general price level. (See section 1071B for additional examples of monetary and nonmone­tary items.)
.20 Historical-dollar financial statements report gains and losses on nonmonetary items, usually when the items are sold, and corresponding gains and losses should also he reported in general price-level financial statements in the same time period as in the historical-dollar statements. The amounts reported as gains or losses may differ, how­ever, because the costs and proceeds in the general price- level statements are restated for changes in the general price level. Thus, if the market price of an asset increases more than the increase in the general price level and the asset is sold, in historical-dollar statements the entire mar­ket price increase is shown as a gain in the period of sale hut only the excess of the market price increase over the cost restated for the increase in the general price level is shown as a gain in the general price-level statements. The timing of reporting these gains and losses is the same in historical-dollar and general price-level financial statements hut the amounts differ because of the effect of the change in the general price level. Similarly, if the asset is used instead of sold, depreciation or amortization deducted from the related revenue is reported in the same time periods in
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both historical-dollar and general price-level statements, although the amounts differ because of the restatement made in the general price-level statements. The Internal Revenue Code does not recognize general price-level restate­ments for tax purposes and income taxes are therefore assessed on the basis of historical-dollar amounts rather than amounts restated for general price-level changes. The income tax expense presented in general price-level state­ments is not computed in direct relationship to specific amounts of gains or losses on the statements or to the amount of net income before taxes. A few members of the Board believe that federal income tax should be allocated in general price-level statements to achieve a more direct relationship between the tax and various elements pre­sented in these statements.
.21 The fact that the market price of an item does not change over long periods of time does not in itself indicate that the item is monetary. Thus gold is nonmone­tary because its price can fluctuate. The fact that the price did not fluctuate for over 30 years does not make gold a monetary item. When general price levels moved upward, the holder of gold lost general purchasing power because the price of his asset did not move as much as other prices, and not simply as a result of general price-level changes. Foreign currency, accounts receivable and payable in for­eign currency, and similar items are also nonmonetary. The price of foreign currency, that is, the foreign exchange rate, can change. Therefore, the holder of foreign currency items does not gain or lose general purchasing power simply as a result of general price-level changes. If the exchange rate does not change when the general price level changes because of international controls or other factors, the price of foreign currency is rising or falling at a different rate than the general price level. The effect on the holder is the joint result of a change in the structure of prices and a change in the general level of prices, and therefore the items are nonmonetary. Even though foreign currency items are nonmonetary, they may be stated at the current foreign exchange rate in general price-level financial state­ments. Under these circumstances they would be treated as nonmonetary items carried at current market value.
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.22 A different viewpoint than that expressed in para­graph .21, held by a few Board members, is that foreign currency, accounts receivable and payable in foreign cur­rency, and similar foreign currency items are similar to domestic monetary items. Foreign currency items should therefore be stated directly at the current (closing) foreign exchange rate in the general price-level balance sheet. The effect on the income of the holder of foreign currency items is the joint result of both the change in the foreign exchange rate and the change in the domestic general price level, and the items are therefore complex. Both effects are measur­able, however, and should be disclosed separately. In the general price-level income statement, the effect of the gen­eral price-level change should be reported as a general price-level gain or loss on monetary items and the effect of the change in the exchange rate should he reported as a foreign exchange gain or loss. If the foreign exchange rate does not change, only a general price-level gain or loss should he reported.
.23 A few assets and liabilities have characteristics of both monetary and nonmonetary items. For example, debentures held as an investment may have both a market price and fixed interest and principal payments. The fixed interest and principal payments do not change when prices change and therefore holders have general price-level gains or losses during inflation or deflation with respect to this characteristic. On the other hand, the market price of the debentures can and does change, and this feature does not yield general price-level gains or losses. Similarly, convertible debt owed is fixed in amount when considered as debt, but may be converted into capital stock. The fixed amount of debt owed is a monetary liability, which gives rise to general price-level gains or losses when gen­eral price levels change. The conversion feature is non­monetary in nature, and does not give rise to gains or losses of general purchasing power simply as a result of general price-level changes. (See paragraph .34.)
General Price-Level Restatements
.24 Economic data are commonly restated to elimi­nate the effects of changes in the general purchasing power of money. In the President’s Economic Reports, National
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Income data of the United States, for example, have been restated in “ constant” 1947-1949 dollars and “ constant” 1954 dollars and are now expressed in “ constant” 1958 dollars. The restatement procedures necessary for pre­paring general price-level financial statements are similar to those employed in restating other economic data. Some companies now use general price-level statements to re­port on their operations in countries in which the currency has suffered severe loss of general purchasing power.
RECOMMENDATIONS
.25 The Board believes that general price-level finan­cial statements or pertinent information extracted from them present useful information not available from basic historical-dollar financial statements. General price-level information may be presented in addition to the basic his­torical-dollar financial statements, but general price-level financial statements should not be presented as the basic statements. The Board believes that general price-level information is not required at this time for fair presenta­tion of financial position and results of operations in con­formity with generally accepted accounting principles in the United States.
.26 The Board recognizes that the degree of inflation or deflation in an economy may become so great that con­ventional statements lose much of their significance and general price-level statements clearly become more mean­ingful, and that some countries have experienced this de­gree of inflation in recent years.5 The Board concludes that general price-level statements reported in the local cur­rency of those countries are in that respect in conformity with accounting principles generally accepted in the United States, and that they preferably should be presented as the basic foreign currency financial statements of compa­nies operating in those countries when the statements are intended for readers in the United States.6
5 Although the Board believes that this conclusion is obvious with respect to some countries, it has not determined the degree of inflation or deflation at which general price-level statements clearly become more meaningful.6 This paragraph applies only to statements prepared in the currency of the country in which the operations reported on are conducted. Only conventional statements of foreign subsidiaries should be used to prepare historical-dollar consolidated statements.
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Restatement of Financial Statements.27 General guidelines for preparing general price- level statements, with explanatory comments, are set forth in paragraphs .28 to .46. More specific procedures are illus­trated in section 1071C.
.28 The same accounting principles used in prepar­ing historical-dollar financial statements should he used in preparing general price-level financial statements except that changes in the general purchasing power of the dol­lar are recognized in general price-level financial state­ments. General price-level financial statements are an extension of and not a departure from the “ historical cost” basis of accounting. Many amounts in general price-level statements, however, are different from amounts in the his­torical-dollar statements because of the effects of chang­ing the unit of measure.
.29 An index of the general price level, not an index of the price of a specific type of goods or services, should he used to prepare general price-level financial statements. Price indexes vary widely in their scope; some measure changes in the prices of a relatively limited group of goods and services, such as construction costs or retail food prices in a specific city, while others measure changes in the prices of a broad group of goods and services in a whole economy. The purpose of the general price-level restatement proce­dures is to restate historical-dollar financial statements for changes in the general purchasing power of the dollar, and this purpose can only be accomplished by using a gen­eral price-level index.
.30 Indexes which approximate changes in the gen­eral price level are now available for most countries. As noted in paragraph .09, the GNP Deflator is the most com­prehensive indicator of the general price level in the United States. Consequently, it should normally be used to pre­pare general price-level statements in U. S. dollars.
.31 The GNP Deflator is issued on a quarterly basis. The deflator for the last quarter of a year can ordinarily be used to approximate the index as of the end of the year. The Bureau of Labor Statistics Consumer Price Index has the practical advantage of being issued on a monthly basis,
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The consumer price index may therefore be used to ap­proximate the GNP Deflator unless the two indexes deviate significantly.
.32 General price-level financial statements should he presented in terms of the general purchasing power of the dollar at the latest balance sheet date. The Board has selected current general purchasing power as the basis for presentation because it believes that financial state­ments in “ current dollars” are more relevant and more easily understood than those employing the general pur­chasing power of any other period. Current economic ac­tions must take place in terms of current dollars, and restating items in current dollars expresses them in the context of current action.
.33 Monetary and nonmonetary items should he dis­tinguished for the purpose of preparing general price-level financial statements. Monetary items are stated in terms of current general purchasing power in historical-dollar statements. General price-level gains and losses arise from holding monetary items. On the other hand, nonmonetary items are generally stated in terms of the general pur­chasing power of the dollar at the time they were acquired. Holding nonmonetary items does not give rise to general price-level gains and losses. Distinguishing monetary and nonmonetary items therefore permits (1) restatement of nonmonetary items in terms of current general purchasing power and (2) recognition of general price-level gains and losses on monetary items which are not recognized under historical-dollar accounting. Paragraphs .17 to .23 give criteria for distinguishing monetary and nonmonetary items for general price-level accounting purposes.
.34 Assets and liabilities that have both monetary and nonmonetary characteristics (see paragraph .23) should be classified as monetary or nonmonetary based on the purpose for which they are held, usually evidenced by their treatment in historical-dollar accounting. Thus, carry­ing debentures at acquisition cost (perhaps adjusted to lower of cost and market) and classifying them as market­able securities provides evidence that market price may be important and the debentures may be nonmonetary.On the other hand, classifying debentures held as a long-
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term investment and amortizing premium or discount is evidence that the debentures are held for the fixed princi­pal and interest and therefore are monetary assets. Simi­larly, convertible debt is usually treated as straight debt and therefore is usually a monetary liability.
.35 The amounts of nonmonetary items should he re­stated to dollars of current general purchasing power at the end of the period. Nonmonetary items are typically stated in historical-dollar financial statements in terms of the general purchasing power of the dollar at the dates of the originating transactions. They should be restated by means of the general price index to dollars of current gen­eral purchasing power at the end of the period. Restate­ment of nonmonetary items does not introduce current values or replacement costs. For example, restatement of the cost of land that cost $100,000 in 1958 to $123,500 in 1968 statements does not imply that the market price of the land is $123,500 in 1968. Restatement merely presents the cost in a unit which represents the general purchasing power of the dollar at the end of 1968.
.36 Nonmonetary items are sometimes already stated in historical-dollar financial statements in dollars of cur­rent general purchasing power, for example, inventory purchased near the end of the fiscal period or assets carried at current market price. The fact that the amount of an item is not changed in restatement does not necessarily identify it as a monetary item on which general price-level gains and losses should be computed.
.37 Some nonmonetary items such as inventories are stated at the lower of cost and market in historical-dollar financial statements. These items should also be stated at the lower of cost and market in general price-level financial statements. Market may sometimes be below restated cost even though it is not below historical-dollar cost, and ap­plication of the cost or market rule will therefore some­times result in a write-down to market in general price-level statements even though no write-down was required in the historical-dollar statements.
.38 Monetary assets and liabilities in the historical- dollar balance sheet are stated in dollars of current general
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purchasing power; consequently, they should appear in current general price-level statements at the same amounts.The fact that the amounts of monetary assets and liabilities are the same in general price-level and historical-dollar statements should not obscure the fact that general price- level gains and losses result from holding them during a period of general price-level change (see paragraphs .17 and .18). Monetary assets and liabilities which appear in fi­nancial statements of prior periods presented for compara­tive purposes are updated to dollars of current general purchasing power by the “ roll-forward” procedure de­scribed in paragraph .44.
.39 The amounts of income statement items should he restated to dollars of current general purchasing power at the end of the period. Revenue and expenses are typi­cally stated in historical-dollar statements in terms of the general purchasing power of the dollar at the dates of the originating transactions and should be restated by means of the general price index to dollars of current gen­eral purchasing power at the end of the period. The com­ponents of gains and losses (costs and proceeds) are also stated in terms of historical dollars and should be restated.All revenue, expenses, gains, and losses recognized under historical-dollar accounting are recognized in the same time period under general price-level accounting, but their amounts are different in the case of items that are re­corded in noncurrent dollars, such as depreciation, amorti­zation, and cost of goods sold. Transactions that give rise to gains in historical-dollar financial statements may even give rise to losses in general price-level financial statements and vice versa. Income tax amounts in general price-level statements are based on income taxes reflected in histori­cal-dollar statements and are not computed in direct re­lationship to the income before taxes on the general price-level statements.
.40 General price-level gains and losses should he calculated by means of the general price index and in­cluded in current net income. General price-level gains and losses on monetary items described in paragraphs .17 and .18 should be calculated by restating the opening bal­
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ances and transactions in the accounts for monetary assets and liabilities to dollars of general purchasing power at the end of the period and comparing the resulting restated balances at the end of the period with the actual balances at the end of the period. (See section 1071C.)
.41 General price-level gains and losses on monetary items arise from changes in the general price level, and are not related to subsequent events such as the receipt or payment of money. Consequently, the Board has con­cluded that these gains and losses should be recognized as part of the net income of the period in which the general price level changes.
.42 A different viewpoint than that expressed in para­graph .41, held by a Board member, is that all of a mone­tary gain should not be recognized in the period of general price-level increase. Under this view, a portion of the gain on net monetary liabilities in a period of general price- level increase should be deferred to future periods as a reduction of the cost of nonmonetary assets, since the liabilities represent a source of funds for the financing of these assets. The proponent of this view believes that the gain from holding net monetary liabilities during inflation is not realized until the assets acquired from the funds borrowed are sold or consumed in operations.7 The Board does not agree with this view, however, because it believes that the gain accrues during the period of the general price-level increase and is unrelated to the cost of non­monetary assets.
.43 General price-level gains and losses should he re­ported as a separate item in general price-level income statements. General price-level gains and losses on mone­tary items are not part of the revenue and expenses re­ported in historical-dollar financial statements. They should be separately identified in the general price-level state­ments. General price-level gains may, however, be offset against general price-level losses and only a single figure representing net general price-level gain or loss for the period need be reported.
7 For further discussion of this view see Marvin M. Deupree, “Account­ing for Gains and Losses in Purchasing Power of Monetary Items” in A ccou nting R esearch  S tu d y  N o . 6, pp. 153-165.
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.44 General price-level financial statements of earlier periods should be updated to dollars of the general pur­chasing power at the end of each subsequent period for which they are presented as comparative information. Statements of an earlier period are updated by multiplying each item by the ratio of the current general price level to the general price level of the earlier period. This “ rolling forward” of earlier statements could cause confusion and convey the erroneous impression that previously reported information has been changed in substance rather than merely updated in terms of a later unit of measure.8 Conse­quently, comparative general price-level financial state­ments and related financial information should be described in a way that makes clear that the general price-level statements of prior periods represent previously reported information updated to dollars of current general pur­chasing power to provide comparability with the current general price-level statements. (See paragraph .48, point f.)
.45 Restatement of financial statements of foreign branches or subsidiaries of U. S. companies for inclusion in combined or consolidated financial statements stated in terms of U. S. dollars should be based on an index of the general level of prices in the United States. General price- level financial statements stated in terms of U. S. dollars use a unit of measure that represents the general purchas­ing power of the U. S. dollar at a specified date. An index of changes in the general purchasing power of the U. S. dollar should therefore be used to restate the financial statements of a company and its combined or consolidated foreign branches and subsidiaries. Financial statements of foreign branches or subsidiaries to be combined or con­solidated with the financial statements of their United States parent company should first be translated into U. S. dollars using presently accepted methods and then restated for changes in the general purchasing power of the U. S. dollar.
8 The “roll-forward” process results in stating financial statement items at different amounts than they were stated before being “rolled forward.”The differences are not gains or losses but are merely differences between the same items measured in two different units of measure. If a cost stated at 100 dollars of general purchasing power current at the beginning of the year is “rolled forward” to 105 dollars of general purchasing power current at the end of the year, the difference of 5 is not a gain. It is similar, for example, to the difference of 2 between 1 yard and 3 feet.
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.46 All general price-level information presented should he based on complete general price-level calculations. Financial statements in which only some of the items, such as depreciation, have been restated disclose only part of the effects of changing general price levels on an enterprise. Partially restated financial statements and information based on them are likely to be misleading and should not be presented. General price-level information should there­fore be based on complete calculations, although it need not be presented in the same detail as the historical-dollar financial statements. If any general price-level information is given, at least sales, net general price-level gains and losses on monetary items, extraordinary items, net income, and common stockholders’ equity should be disclosed.
Presentation of General Price-Level Financial Information.47 Presentation of general price-level financial in­formation as a supplement to the basic historical-dollar financial statements should be designed to promote clarity and minimize possible confusion. Because the two types of data are prepared on different bases, presentations of general price-level financial information should generally encourage comparisons with other general price-level data rather than with historical-dollar data. If general price- level financial statements are presented in their entirety, they preferably should be presented in separate schedules, not in columns parallel to the historical-dollar statements. Financial information extracted from general price-level statements (see paragraph .46) may be presented in either chart or narrative form, and may emphasize ratios and percentages instead of or in addition to dollar amounts.
.48 The basis of preparation of general price-level information and what it purports to show should be clearly explained in the notes to the general price-level financial statements or other appropriate places. The explanation should include the following points:
a. The general price-level statements (or information) are supplementary to the basic historical-dollar fi­nancial statements [except as provided in para­graph .26].
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b. All amounts shown in general price-level state­ments are stated in terms of units of the same general purchasing power by use of an index of changes in the general purchasing power of the dollar.
c. The general price-level gain or loss in the general price-level statements indicates the effects of in­flation (or deflation) on the company’s net holdings of monetary assets and liabilities. The company gains or loses general purchasing power as a result of holding these assets and liabilities during a pe­riod of inflation (deflation).
d. In all other respects, the same generally accepted accounting principles used in the preparation of historical-dollar statements are used in the prepara­tion of general price-level statements (or informa­tion).
e. The amounts shown in the general price-level state­ments do not purport to represent appraised value, replacement cost, or any other measure of the cur­rent value of assets or the prices at which transac­tions would take place currently.
f. The general price-level statements (or information) of prior years presented for comparative purposes have been updated to current dollars. This restate­ment of prior years’ general price-level statements is required to make them comparable with current information. It does not change the prior periods’ statements in any way except to update the amounts to dollars of current general purchasing power.
.49 Disclosure involving the following items should also be made:
a. The difference between the balance of retained earnings at the end of the preceding year in begin­ning-of-the-year dollars and at the beginning of the year in end-of-the-year dollars, which arises in the roll-forward process discussed in paragraph .44, should be explained somewhat as follows:
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Retained earnings at the beginning of the year: 
Restated to general purchasing power atthe beginning of the year_________  xxxAmount required to update to general purchasing power at the end of the year __________________ ________  xxx
Restated to general purchasing power at the end of the year._______________  xxx
b. The fact should be disclosed that when assets are used or sold, federal income taxes are based on cost before restatement for general price-level changes because inflation is not recognized in the Internal Revenue Code.
NOTE.50 Statements of the Accounting Principles Board present the conclusions of at least two-thirds of the mem­bers of the Board, which is the senior technical body of the Institute authorized to issue pronouncements on accounting principles. This Statement is not an " Opinion of the Ac­counting Principles Board” covered by action of the Coun­cil of the Institute in the Special Bulletin, Disclosure of Departures from Opinions of the Accounting Principles Board, October 1964.
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Section 1071A
Financial Statements Restated 
for General Price-Level 
Changes—Appendix A
Gross National Product 
Implicit Price Deflator
Annual Averages 1929-1968 
Quarterly Averages 1947-1968
.01 Annual Averages
Year Deflator
Percent Increase 
(Decrease) From 
Previous Year
1929
( 1 9 5 8 =  100)
50.6
1930 49.3 (2.6)
1931 44.8 (9.1)
1932 40.3 (10.0)
1933 39.3 (2.5)
1934 42.2 7.4
1935 42.6 .9
1936 42.7 .2
1937 44.5 4.2
1938 43.9 (1.3)
1939 43.2 (1.6)
1940 43.9 1.6
1941 47.2 7.5
1942 53.0 12.3
1943 56.8 7.2
1944 58.2 2.5
1945 59.7 2.6
1946 66.7 11.7
1947 74.6 11.8
1948 79.6 6.7
1949 79.1 ( .6)
1950 80.2 1.4
1951 85.6 6.7
1952 87.5 2.2
1953 88.3 .9
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Annual Averages Continued
Year Deflator
Percent Increase 
(Decrease) From 
Previous Year
1954
(1958 =  100)
89.6 1.5
1955 90.9 1.5
1956 94.0 3.4
1957 97.5 3.7
1958 100.0 2.6
1959 101.6 1.6
1960 103.3 1.7
1961 104.6 1.3
1962 105.7 1.1
1963 107.1 1.3
1964 108.9 1.7
1965 110.9 1.8
1966 113.9 2.7
1967 117.3 3.0
1968 121.8 3.8
.02 Quarterly Averages
Year Quarter Deflator
1947 1 73.0
2 73.7
3 74.9
4 77.0
1948 1 78.2
2 79.2
3 80.6
4 80.3
1949 1 79.7
2 79.1
3 78.8
4 78.9
1950 1 78.3
2 79.0
3 80.8
4 82.3
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Quarterly Averages— Continued
Year Quarter Deflator
1951 1 84.8
2 85.4
3 85.6
4 86.7
1952 1 86.7
2 87.1
3 87.7
4 88.3
1953 1 88.4
2 88.3
3 88.4
4 88.4
1954 1 89.5
2 89.6
3 89.5
4 89.8
1955 1 90.2
2 90.6
3 91.0
4 91.6
1956 1 92.6
2 93.4
3 94.6
4 95.4
1957 1 96.4
2 97.1
3 98.0
4 98.5
1958 1 99.3
2 99.7
3 100.1
4 100.6
1959 1 101.1
2 101.4
3 101.9
4 102.1
A PB Accounting Principles § 1071A.02
724 Financial Accounting—General
Quarterly Averages— Continued
Year Quarter Deflator
1960 1 102.6
2 103.0
3 103.4
4 104.0
1961 1 104.3
2 104.5
3 104.5
4 105.1
1962 1 105.4
2 105.5
3 105.8
4 106.2
1963 1 106.6
2 107.0
3 107.1
4 107.8
1964 1 108.3
2 108.4
3 109.0
4 109.6
1965 1 110.1
2 110.7
3 111.0
4 111.6
1966 1 112.6
2 113.5
3 114.4
4 115.3
1967 1 116.0
2 116.6
3 117.7
4 118.9
1968 1 120.0
2 121.2
3 122.3
4 123.5
Source: United States Department of Commerce, Survey of C urren t Business, issued monthly. Quarterly figures are available only since 1947. The deflators for 1929 to 1964 were recapitulated on pages 52 and 53 of the August 1965 issue of the Survey.
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Section 1071B
Financial Statements Restated 
for General Price-Level 
Changes—Appendix B
MONETARY AND NONMONETARY ITEMS.01 Section 1071.17-.23 presents criteria for distin­guishing between monetary and nonmonetary items for general price-level accounting purposes and gives exam­ples of each kind of item. This section provides additional examples, with an explanation of the reason for classifica­tion when needed.
.02 Assets
Non-Monetary monetary
Cash on hand and demand bank deposits(domestic currency)_________________  X
Time deposits (domestic currency)_____ XForeign currency on hand and claims toforeign currency____________________  XSee discussion in section 1071.21.
Marketable securitiesS to ck s_____________________________  X
Bonds ______________________________ (see discussion)
Bonds held as a short-term investment may be held for price speculation. If so, they are nonmonetary. If the bonds are held primarily for the fixed income characteristic, they are monetary.
Accounts and notes receivable__________  X
Allowance for doubtful accounts and notesreceivable_______________________   X
Inventories produced under fixed price contracts accounted for at the contract
These items are in effect receivables of a fixed amount.
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Non-Monetary monetaryOther inventories_____________ __ _____ X
Advances to employees ___ ________ ___ XPrepaid insurance, taxes, advertising, rent XThese represent an amount of services for which expenditures have been made and which will be amortized to expense in the future. In financial statements they are substantially the same kind of item as fixed assets.
Prepaid in terest__________________   XRelated to notes payable, a monetary item.
Receivables under capitalized financing lea ses______________________________  X
Long-term receivables_________________  X
Refundable deposits--- -- ----------------------  X
Advances to unconsolidated subsidiaries,— X  If there is no expectation that the ad­vances will ever be collected, they are in effect additional investments and are nonmonetary.
Investments in unconsolidated subsidiaries (see discussion) If an investment is carried at cost, it is nonmonetary. If an investment is car­ried on the equity basis, the statements of the subsidiary should be restated for general price-level changes (in accord­ance with section 1071.45 for foreign affiliates) and the equity method should then be applied.
Pension, sinking, and other funds.----------- (see discussion)Depends on composition of the fund— bonds are generally monetary and stocks nonmonetary.
Investments in convertible bonds------------(see discussion)If the bond is held for price specula­tion or with expectation of converting
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Non-Monetary monetary
into common stock the investment is nonmonetary. If the bond is held for the fixed principal and interest, it is monetary.Property, plant, and equipment-----------------------  X
Allowance for depreciation___________________  X
Cash surrender value of life insurance----- X
Advances paid on purchase contracts____  XThe items to be received are nonmone­tary.
Unamortized discount on bonds payable.—  X  Belated to bonds payable, a monetary item.
Deferred charges for income taxes—de­ferred m ethod_____________________    XA cost deferred as an expense of future periods is nonmonetary.
Other deferred charges which represent costs incurred to be charged against future incom e____________________________  X
Patents, trademarks, licenses, formulas.__  X
G oodw ill___________________________________  X
Other intangible a ssets______________________  X
.03 Liabilities
Accounts and notes payable._____________  X
Accrued expenses payable (salaries, wages,e t c .) -----------------------------------------------  XSimilar to accounts payable, amount is fixed.
Cash dividends payable___________    X
Debts payable in foreign currency._____________  XSee section 1071.21.
Refundable deposits_____________________ X
Advances received on sales contracts.____  XThe obligation will be satisfied by de­livery of goods that are nonmonetary.
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Non-Monetary monetary
Accrued losses on firm purchase commit­ments
Although reserve for self-insurance is nonmonetary, it may be stated in the same amount in both the historical- dollar and general price-level state­ments if the adequacy of the reserve in terms of current costs has been deter­mined at year end for the historical-dollar statements.Deferred incom e----------------------------------  X
Provision for guarantees_______________  XProvision for guarantees is nonmone­tary because it is a liability to provide goods or services. It may be stated in the same amount in both the historical- dollar and general price-level state­ments if the adequacy of the provision in terms of current costs has been de­termined at year end for the historical- dollar statements.Accrued vacation p a y _____ ___— ---------- (see discussion)Accrued vacation pay is monetary if it is based on a fixed contract. It is non­monetary if it is payable based on wage or salary rates that may change after the balance sheet date.
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Bonds payable______________________ ._ XConvertible bonds payable_____________  XTreated as monetary debt until con­verted.
Obligations under capitalized leases._____  X
Other long-term d eb t__________________  X
Deferred taxes—deferred m ethod_______  XCost savings deferred as a reduction of expenses of future periods.
Deferred investment credits____________  X
Accrued pension co st----------------------------- X
Reserve for self-insurance... .......   X
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.04 Owners’ Equity
Minority interest_______
Monetary
Preferred stock_________ _ ___________Classifying preferred stock as non­monetary is based on the fact that the amount accounted for is the proceeds received when the stock was issued. The proceeds must be restated to pre­sent them in terms of the general pur­chasing power of the dollar at the balance sheet date.
The amount of a nonconvertible call­able preferred stock should not exceed the call price in the general price-level balance sheet. The periodic change in the excess of the restated proceeds over the call price, if any, should not be in­cluded in net income, but should be added to net income to determine net income to common stockholders in the same manner as preferred dividends are deducted to determine net income to common stockholders.
A different viewpoint held by some Board members is that preferred stock is a monetary item and that general price-level gains or losses from pre­ferred stock outstanding should be in­cluded in the computation of net income.
Common stock__________ ____________
Additional paid-in capital _ ____________
Non­monetary
X
X
X
X
Retained earnings_____________________ (see discussion)Retained earnings is a residual and need not be classified as either mone­tary or nonmonetary.
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Section 1071C
Financial Statements Restated 
for General Price-Level 
Changes—Appendix C
PROCEDURES TO PREPARE FINANCIAL STATEMENTS 
RESTATED FOR GENERAL PRICE-LEVEL CHANGES
.01 This section illustrates procedures to apply the general guidelines discussed in section 1071.28-.46. Proce­dures for restating historical-dollar financial statements for general price-level changes are described and illustrated for two years, 1967 and 1968.  Restating the statements for 1967 illustrates the procedures for the first year of restate­ment; restating the 1968 statements illustrates the proce­dures for all subsequent years. The procedures for the first year a company restates its financial statements are more time consuming than those for subsequent years.
.02 Financial statements used in this illustration con­tain a variety of items designed to demonstrate various facets of the restatement technique. Indexes of the gen­eral price-level changes which occurred in the United States in recent years are used. For convenience, the general as­sumptions used in the illustration are summarized below:
a. The XYZ Company was formed in 1957, ten years before the year for which its statements are first restated.
b. A ll significant costs of the year-end finished goods inventory, carried at FIFO, were incurred in the last quarter of the year; costs incurred before the last quarter of the year are assumed to be not material.
c. Year-end balances of raw materials and parts and supplies inventories, carried at FIFO, were ac­quired fairly evenly throughout the year.
d. Market value of inventories is above the restated cost of inventories, and the market price of inven­tories to be delivered is below the restated amount of deferred income.
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e. Depreciation is computed on the straight-line basis. A full year’s depreciation is taken in the year of acquisition, and no depreciation is taken in the year of sale. Depreciable assets have a ten-year life and no salvage value.
f. Sales, purchases, and selling and administrative expenses (other than depreciation, amortization of prepaid expenses, and deferred income realized) have taken place fairly evenly throughout the year, and federal income taxes accrue ratably throughout the year.
g. Interest expense is included in selling and admin­istrative expenses.
.03 To perform restatement procedures, a company needs (1) its historical-dollar financial statements for the year, (2) index numbers, and (3) conversion factors de­rived from the index numbers, as described in the following paragraphs.
.04 The historical-dollar financial statements needed for the first year for which statements are to be restated are balance sheets at the beginning and end of the year and the statements of income, retained earnings, and other changes in owners’ equity for the year. For each subse­quent year, only the balance sheet at the end of the year and the statements of income, retained earnings, and other changes in owners’ equity for the year are needed. The historical-dollar balance sheet at the beginning of the first year is restated to determine the restated amount of re­tained earnings at the beginning of the first year. In the illustration for the 1967 restatement, the historical-dollar balance sheets appear in paragraph .23 and the historical- dollar statement of income and retained earnings appears in paragraph .24. For the 1968 restatement, the historical- dollar balance sheet appears in paragraph .36 and the his­torical-dollar statement of income and retained earnings appears in paragraph .37.
.05 The Gross National Product Implicit Price De­flator is used in the illustration as the index of changes in the general price level.1 This index is available on both
1 See section 1071.30.
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a quarterly and annual average basis. Indexes are needed for the average and the quarters for each year since the inception of the company or 1945,2 whichever is later. The annual average index may be used for any year in which its use would produce results not materially different from those which would be produced by using quarterly indexes.The index at the end of a year may be approximated by using the average for the last quarter of the year. To simplify the illustration, quarterly indexes are used only for 1967 and 1968. Indexes used in the 1967 restatement appear in paragraph .22. Indexes used in the 1968 restate­ment appear in paragraph .35. (Also see section 1071A.)
.06 Conversion factors used in restatement are com­puted from general price-level index numbers by dividing the index number for the current balance sheet date by each of the other index numbers. To illustrate, assume that 1957 and 1960 expenditures are to be restated to dol­lars of December 1968 general purchasing power. The following GNP Deflators (general price-level index num­bers) are applicable:
Average for 1957__________ 97.5Average for 1960_______   103.3
Fourth quarter 1968.______ 123.5
To compute the conversion factors for restatement to dol­lars of general purchasing power current at December 31,1968, divide the index number for the fourth quarter of 1968 by each of the other index numbers:
1957: 123.5 ÷  97.5 =  1.267 
1960: 123.5 ÷  103.3 =  1.196
2 The precision of the measure of change in the general price level by any series of index numbers decreases over time because new com­modities are continuously introduced and others disappear. No method has been devised to measure the percentage change in the general price level between two periods in which the bulk of commodities in either period is unique. A  large portion of the dollar amount of current ex­change transactions involves goods and services that originated in dis­coveries and innovations that grew out of the war effort (World War II) and postwar developments. Consequently, comparison of current prices with prices during and prior to World War II would probably not be reliable enough for accounting purposes because of the dissimilarity of goods and services exchanged then and now. A cutoff date is therefore indicated. The year 1945 is probably the earliest point that offers reason­able comparability of goods and services with later periods. All assets acquired, liabilities incurred, or owners’ equity accumulated prior to 1945 should generally be treated as if they had originated during 1945.
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To restate a nonmonetary item purchased in 1957, for ex­ample, its cost in 1957 dollars is multiplied by 1.267:
Cost in 1957 dollars__________  $1,500X 1.267
Cost in dollars current at December 31, 1968__________  $1,900
The cost of $1,500 in 1957 dollars is equal to a cost of $1,900 in December 31, 1968 dollars. The cost is not changed; it is merely stated in a larger number of a smaller unit of measure. Conversion factors for the 1967 restatement are computed in paragraph .22. Conversion factors for the 1968 restatement are computed in paragraph .35.
.07 The exhibits and worksheets which comprise the illustration are presented together in paragraphs .20 to .44. Restatement procedures are discussed in eight steps in par­agraphs .08 to .19. Each step is first described in general terms and then keyed to the two years in the illustration in two columns below the general description.
General Steps to Prepare General Price-Level Financial 
Statements
Step  1: Identify monetary and nonmonetary assets and liabilities.
.08 The nature of each asset and liability item must be determined inasmuch as restatement procedures for monetary items are different from those for nonmonetary items as discussed in section 1071.35-.38. Section 1071.17-.23 discusses the difference between monetary and nonmone­tary items and gives examples of each. Additional exam­ples are given in section 1071B.
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1967 Restatement 
Step 1 : Monetary items in the 
December 31, 1966 and 1967 
balance sheets in paragraph .23 
are:
Cash
Receivables 
Current liabilities 
Long-term debt 
Nonmonetary items are: 
Marketable securities 
Raw materials 
Finished goods 
Parts and supplies 
Prepaid expenses 
Property, plant, and equipment 
Accumulated depreciation 
Deferred income—payments 
received in advance * 
Capital stock 
Additional paid-in capital 
Retained earnings
*Deferred income—payments re­ceived in advance is a nonmonetary liability because it represents an obligation to deliver nonmonetary assets—the company’s products.
1968 Restatement
Step 1 : Monetary and nonmone­
tary items in the December 31, 
1968 balance sheet in paragraph 
.36 are the same as in the De­
cember 31, 1966 and 1967 bal­
ance sheets.
S t e p  2: Analyze all nonmonetary items in the balance sheet of the current year (and the prior year for the first year of restatement) to determine when the com­ponent money amounts originated.
.09 Schedule the data by years, and by quarters when­ever significant general price-level changes occurred during a year. If no significant general price-level changes oc­curred during a year, or if  acquisitions were spread fairly evenly throughout a year, assume the items were acquired when the average general price level for the year was in effect. A ll balances accumulated prior to 1945 may he treated as if acquired in 1945. See Step 3 for treatment of special problems in restating inventories.
.10 Retained earnings need not be analyzed. Retained earnings in the restated balance sheet at the beginning of the first year for which general price-level restatements
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are prepared can be computed as the balancing amount. This avoids the impractical alternative of restating all prior financial statements since the inception of the com­pany. Retained earnings in subsequent restated balance sheets is determined from the restated statements of in­come and retained earnings.
1967 Restatement
Step 2: Analysis of raw materi­
als, finished goods, and parts and 
supplies inventories is discussed 
in notes 3 and 4 in paragraph 
.23. Marketable securities, capi­
tal stock, and additional paid-in 
capital are analyzed in columns 
3, 5, and 7 in paragraph .25. 
Prepaid expenses, property, 
plant, and equipment, accumu­
lated depreciation, and deferred 
income are analyzed in columns 
3 to 6 in paragraphs .26 to .29.
1968 Restatement
Step 2 : Much of the analysis 
needed for the 1968 restatement 
has been prepared for the 1967 
restatement and merely needs 
to be updated. Analysis of raw 
materials, finished goods, and 
parts and supplies inventories, 
capital stock, and additional 
paid-in capital is discussed in 
notes 4, 5, and 6 in paragraph 
.36. Prepaid expenses, property, 
plant, and equipment, accumu­
lated depreciation, and deferred 
income are analyzed in columns 
3 to 6 in paragraphs .38 to .41.
S tep 3: Analyze all revenue, expense, gain, and loss items in the income statement of the current year, and all dividends and other changes in retained earn­ings during the year, to determine when the amounts originated that ultimately resulted in the charges and credits in the statements of income and retained earnings.
.11 A wide range in degree of difficulty is likely to be encountered in restating inventories and cost of goods sold to dollars of current general purchasing power. Raw materials priced on a first-in, first-out basis may already be in dollars of current general purchasing power and need no restatement. If turnover is rapid and spread fairly evenly throughout the year, purchases may be in dollars whose general purchasing power can be approximated by using the average general price level for the year. Re­statement of inventories of work in process and finished goods, however, can be quite complicated, and time consum­ing. Weighted average or last-in, first-out pricing increases the amount of detail.
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.12 Short cuts to the restatement of inventories and purchases often produce results that do not differ enough from amounts derived by detailed computation to warrant the additional effort. For example, costs of inventories based on weighted average include, in part, every expendi­ture ever made to buy or produce them. A short cut would be to assume that the beginning inventory had all been acquired in one turnover period. In the case of beginning LIFO inventories, using the assumption that different layers were acquired each year when the average general price level was in effect for that year will usually approximate the results of a detailed computation, purchase by purchase. Elements of overhead costs included in work in process and finished goods inventories can usually be restated from dollars of average general purchasing power for the year when overhead was applied to that segment of the inven­tory. Depreciation is the overhead cost element most likely to require extensive analysis, but only when the effect would be material.
.13 Many revenue and expense items are, of course, recognized in the accounts at approximately the same time that the receipts and expenditures occurred (for example, salaries). If these items are spread fairly evenly through­out the year, it can be assumed that the receipts and ex­penditures all occurred when the average general price level for the year was in effect. When peak and slack periods occur during the year, and the general price level changes significantly between periods, revenue and expense items in this category should be determined for each calendar quarter.
.14 The restatement of revenue and expense items should, of course, reconcile with the restatement of the related balance sheet accounts, and they can be restated as part of the same computation. For example, the be­ginning balance of merchandise inventory plus purchases, both stated in current dollars, should equal the sum of the cost of sales and the ending balance of merchandise in­ventory, also stated in current dollars.
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1967 Restatement
Step 3 : Sales, cost of sales, sell­
ing and administrative expenses, 
and loss on sale of equipment 
are analyzed in column 1 in 
paragraphs .30 and .31. Depre­
ciation is analyzed in column 4 
in paragraph .28. Amortization 
of prepaid expenses is analyzed 
in column 5 in paragraph .26. 
Deferred income realized is 
analyzed in column 5 in para­
graph .29. Federal income taxes 
and dividends are analyzed in 
paragraph .24.
1968 Restatement
Step 3: Sales, cost of sales, sell­
ing and administrative expenses, 
gain on sale of equipment, and 
gain or loss on sale of market­
able securities are analyzed in 
column 1 in paragraphs .42 and 
.43. Depreciation is analyzed 
in column 4 in paragraph .40. 
Amortization of prepaid ex­
penses is analyzed in column 5 
in paragraph .38. Deferred in­
come realized is analyzed in 
column 5 in paragraph .41. Fed­
eral income taxes and dividends 
are analyzed in paragraph .37.
S tep 4: Restate the nonmonetary items.
.15 Multiply the component amounts of nonmonetary items in the balance sheet of the current year (and the prior year for the first year of restatement) and in the statement of income and retained earnings for the current year by the conversion factors applicable to the components. The re­stated amount of each nonmonetary item is the sum of the restated amounts of its components.
1967 Restatement
Step 4 : Restatement of non­
monetary items is demonstrated 
on the pages in which the non­
monetary items are analyzed in 
accordance with Steps 2 and 3.
1968 Restatement
Step 4: Restatement of non­
monetary items is demonstrated 
on the pages in which the non­
monetary items are analyzed 
in accordance with Steps 2 and 
3. Components which origi­
nated in 1967 or earlier gen­
erally are restated by merely 
“rolling forward” their restated 
amounts from the worksheets for 
the 1967 restatement.
S tep 5 : Restate the monetary items in the balance sheet at the beginning of the first year.
.16 Monetary items in the balance sheet at the be­ginning of the first year for which statements are restated are stated in prior year dollars and are each restated to
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dollars of current general purchasing power by the con­version factor applicable to the end of the prior year. Monetary items in the balance sheet at the end of each year for which statements are restated are stated in dollars of current general purchasing power and need no re­statement.
1967 Restatement
Step 5 : Restatement of the 
monetary items in the balance 
sheet at December 31, 1966 is 
discussed in note 1 in para­
graph .23.
1968 Restatement
Step 5: (Not applicable after 
the first year statements are 
restated.)
S tep 6: Apply the “ cost or market” rule after restatement to the items to which it applies before restatement.
.17 To determine that marketable securities and in­ventories are not stated above market in the restated state­ments, and that current nonmonetary liabilities are not stated below market, the restated amounts are compared with market and adjusted if necessary.
1967 Restatement
Step 6: Market is assumed to 
be higher than restated market­
able securities and inventories 
and lower than restated deferred 
income.
1968 Restatement
Step 6: Market is assumed to 
be higher than restated inven­
tories and lower than restated 
deferred income.
S tep 7 : Compute the general price-level gain or loss for the current year.
.18 The general price-level gain or loss which arises from holding net balance sheet monetary items during in­inflation or deflation appears in the general price-level statements but does not appear in the historical-dollar statements. The format used to prepare a statement of source and application of net balance sheet monetary items is a convenient device to use in calculating the general price-level gain or loss. In this calculation the items which cause changes in the monetary items are analyzed and the net balance of the monetary items if there were no gain or loss is determined. A comparison of this net balance with the actual net balance of monetary items at the balance sheet date determines the gain or loss.
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1967 Restatement 1968 Restatement
Step 7 : The general price-level 
gain for 1967 is computed in 
paragraph .32.
Step 7 : The general price-level 
gain for 1968 is computed in 
paragraph .44.
Step8: “Roll forward” the restated statements of the prior year to dollars of current general purchasing power.
.19 Financial statements of the prior year which were restated to dollars current at the end of the prior year are restated to dollars current at the end of the current year simply by multiplying each amount by the conversion factor applicable to the end of the prior year. This “ rolling for­ward” serves two purposes: (1) it provides the amount of retained earnings at the end of the prior year in current dollars for the current year statement of retained earnings, and (2) it provides the prior year statements in current dollars for use as comparative statements.
1967 Restatement 1968 Restatement
Step 8 : (Not applicable for the 
first year statements are re­
stated.)
Step 8: The restated balance 
sheet at the end of 1967 is “rolled 
forward” in columns 1 and 2 in 
paragraph .36. The restated 
statement of income and retained 
earnings for 1967 is “rolled for­
ward” in columns 1 and 2 in 
paragraph .37.
APB Accounting Principles § 1071C.19
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.20
1967 RESTATEMENT— X Y Z  COMPANY
EXHIBIT A
X Y Z  Company
General Price-Level Balance Sheet 
December 31, 1967
General Price-Level Basis
ASSETS (Restated to 12/31/67)
Current assets:
Cash...........................................................  $(67) 1,700,000
Marketable securities, at cost...................  1,654,000
Receivables (net) ..................................... 5,050,000
Inventories, at the lower of cost and mar­
ket on a first-in, first-out basis:
Raw materials....................................  2,849,000
Finished goods................................... 2,560,000
Parts and supplies.............................  578,000
Prepaid expenses......................................  49,000
Total current assets...................  14,440,000
Property, plant, and equipment, at cost . . . .  29,580,000Less: Accumulated depreciation.............. 21,156,000
8,424,000
$(«7)22,864,000
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities ........................................  $(67) 4,770,000
Deferred income—payments received in ad­
vance .......................................................... 101,000
Long-term debt............................................  5,000,000
Stockholders’ equity:
Capital stock — common...........................  2,109,000
Additional paid-in capital.........................  3,785,000
Retained earnings ....................................  7,099,000
Total stockholders’ equity........ 12,993,000
$(67)22,864,000
§ 1071C.20 ©  1969, American Institute of Certified Public Accountants, Inc.
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EXHIBIT B.21
X YZ  Company
General Price-Level Statement 
of Income and Retained Earnings 
Year Ended December 31, 1967
General Price-Level Basis 
(Restated to 12/31/67)
Sales $(67)30,424,000
Operating expenses:
Cost of sales ............................................... 23,232,000
Depreciation ............................................  2,616,000
Selling and administrative expenses........ 2,615,000
28,463,000
Operating profit............................................  1,961,000
Loss on sale of equipment...........................  (12,000)
General price-level gain............................... 138,000
126,000
Income before federal income taxes............ 2,087,000
Federal income taxes....................................  923,000
Net income.................................................... 1,164,000
Retained earnings, December 31, 1966 ........ 6,137,000
7,301,000
Less: Dividends paid...................  202,000
Retained earnings, December 31, 1967 . . . .  $(67) 7,099,000
APB Accounting Principles § 1071C.21
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.22 12/31/67XYZ COMPANY R-1General Price-Level Restatement—1967Gross National Product Implicit Price Deflators and Conversion Factors
C onversionG N P  fa c to rsY ear Q u arter defla tors 1967 (4 th  q .)  =
Annual average
1957 97.5 1.2191958 100.0 1.1891959 101.6 1.1701960 103.3 1.1511961 104.6 1.1371962 105.7 1.1251963 107.1 1.1101964 108.9 1.0921965 110.9 1.0721966 113.9 1.0441967 117.3 1.014
Quarterly
1966 4th 115.3 1.0311967 1st 116.0 1.0252nd 116.6 1.0203rd 117.7 1.0104th 118.9 1.000
Source: S u r v e y  o f  C u rr e n t B u s in e ss , U.S. Department of Commerce, Office of Business Economics (Defla­tors of 1957-1964 from issue of August, 1965, page 53)
§ 1071C.22 ©  1969, American Institute of Certified Public Accountants, Inc.
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.24 XYZ COMPANY 12/31/67General Price-Level Restatement—1967 R-3Working Statement of Income and Retained Earnings 1
H isto rica l
C on version  
f a c to r  or  
so u rce
R e s ta te d  to  
12/31/67  $ ’sSales 30,000,000 R-9 30,424,220
Operating expenses:Cost of sales (except depreciation) DepreciationSelling and administrative expenses
22,735,0002,310,0002,577,000
R-9R-7R-10
23,232,1802,616,6352,614,704
27,622,000 28,463,519
Operating profit
Loss of sale of equipmentGeneral price-level gain
2,378,000
-0 --0 - R-10R-11
1,960,701
(11,730)137,715
-0 - 125,985
Income before federal income taxes Federal income taxes 2,378,000910,000 (1) 1.014 2,086,686922,740
Net income 1,468,000 1,163,946
Retained earnings—12/31/66 5,830,000 R-2 6,137,560
7,298,000 7,301,506
Dividends paid June 1967 December 1967 100 ,000100,000 1.0201.000 102,000100,000
200,000 202,000
Retained earnings—12/31/67 7,098,000 7,099,506
(1) Assumed accrued ratably throughout the year
§ 1071C.24 ©  1969, American Institute of Certified Public Accountants, Inc.
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.25 XYZ COMPANY 12/31/67General Price-Level Restatement— 1967 R-4Analysis of Marketable Securities, Capital Stock, and Additional Paid-in Capital
M ark etab le  secu rities  C a p ita l s to ck  A d d ition al p aid-in  c a p ita l
Y e a r  r e s ta te  to  1 
acqu ired  12/31/67 $ ’s H isto rica l
R e s ta te d  to  
12/31/67 $ ’s H isto rica l
R e s ta te d  to  
12/31/67  $ ’s H isto rica l
R e s ta te d  to  
12/31/67 $ ’s
1957 1.219 1,000,000 1,219,000 2,000,000 2,438,0001958 1.189 500,000 594,500 750,000 891,7501959 1.1701960 1.1511961 1.137 500,000 568,500 260,000 295,620 400,000 454,8001962 1.1251963 1.1101964 1.092 750,000 819,0001965 1.072 220,000 235,8401966 1.044
Balances12/31/66 1,470,000 1,623,340 1,760,000 2,109,120 3,150,000 3,784,5501967 
1st q. 1.025 30,000 30,7502nd q. 1.0203rd q. 1.0104th q. 1.000average 1.014
Balances12/31/67 1,500,000 1,654,090 1,760,000 2,109,120 3,150,000 3,784,550
N ote: All marketable securities assumed to be nonmonetary
APB Accounting Principles § 1071C.25
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.30 XYZ COMPANYGeneral Price-Level Restatement—1967 Analysis of Sales and Cost of Sales
C on version  
f a c to r  or
Sales H isto rica l so u rceCurrent sales 29,810,000 (1) 1.014Deferred sales realized 190,000 R-8
Total sales
Cost of sales (except depreciation) Inventories 12/31/66
30,000,000
Raw materials 2,680,000 R-2Finished goods 2,450,000 R-2Parts and supplies 700,000 R-2
Purchases during 1967 22,845,000 (1) 1.014
28,675,000
Inventories 12/31/67Raw materials 2,810,000 R-2Finished goods 2,560,000 R-2Parts and supplies 570,000 
5,940,000 
22,735,000
R-2
(1) Spread fairly evenly throughout the year
12/31/67R-9
R e s ta te d  to  
12/31/67 $ ’s
30,227,340196,880
30,424,220
2,797,9202,525,950730,800
23,164,830
29,219,500
2,849,3402,560,000577,980
5,987,320
23,232,180
§ 1071C.30 ©  1969, American Institute of Certified Public Accountants, Inc.
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XYZ COMPANYGeneral Price-Level Restatement—1967 Analysis of Expenses
C on version  
f a c to r  o r
H is to rica l  so u rceSelling and administrative expenses ---------------- ----------------Amortization of prepaid expenses Other 47,0002,530,000
2,577,000
R-5(1) 1.014
(1) Spread fairly throughout the year
Loss on sale of equipmentCostAccumulated depreciation 500,000400,000
100,000
R-6R-7
Proceeds, December, 1967 100.000 1.000
Loss -0 -
12/31/67R-10
R e s ta te d  to  
12/31/67  $ ’s
49,2842,565,420
2,614,704
588,900477,170
111,730
100,000
11,730
APB Accounting Principles § 1071C.31
752 Financial Accounting—General
.32 XYZ COMPANYGeneral Price-Level Restatement—1967 General Price-Level Gain or Loss 12/31/67R-11
S o u rceNet monetary items
Cash R-2Receivables R-2Current liabilities R-2Long-term debt R-2
General price-level gain or loss 
Net monetary items—12/31/66 Add:
Current salesAdditions to deferred income Proceeds from sale of equipment
Deduct:
PurchasesSelling and administrative ex­penses—other Federal income taxes DividendsPurchase of marketable securities Purchases of property, plant, and equipmentAdditions to prepaid expenses
Net monetary items—historical— 12/31/67 (as above)
1 2 /31 /6 6 __________  12/31/67
H isto rica l
R e s ta te d  to  
12/31/67 $ ’s
H isto rica l  
(s ta te d  in 
12/31/67  $ ’s)
810,000 835,110 1,700,0001,900,000 1,958,900 5,050,000(2,950,000) (3,041,450) (4,770,000)(5,300,000) (5,464,300) (5,000,000)
(5,540,000) (5,711,740) (3,020,000)
. H is to rica l Sou rce
R e s ta te d  to  
12/31/67  $ ’s
(5,540,000) as above (5,711,740)
29,810,000 R-9 30,227,340170,000 R-8 172,500100,000 R-10 100,000
24,540,000 24,788,100
22,845,000 R-9 23,164,830
2,530,000 R-10 2,565,420910,000 R-3 922,740200,000 R-3 202,00030,000 R-4 30,750
1,000,000 R-6 1,014,25045,000 R-5 45,825
27,560,000 27,945,815
(3,020,000)
N et monetary items—restated— 12/31/67 (if there were no gain)
Net monetary items—12/31/67 (as above)
(3,157,715)
(3,020,000)
General price-level gain 137,715
§ 1071C.32 ©  1969, American Institute of Certified Public Accountants, Inc.
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.33 EXHIBIT A
XYZ Company
Comparative General Price-Level 
Balance Sheets
December 3 1 , 1968 and December 3 1 , 1967
General Price-Level Basis 
(Restated to 12 /3 1 /6 8 )ASSETS Dec. 31, 1968 Dec. 31, 1967
Current assets:
Cash ............................................ $(68) 2,120,000 $(68) 1,766,000Marketable securities, at cost . . . 1,719,000Receivables (n e t) ....................... 6,170,000 5,247,000Inventories, at the lower of cost and market on a first-in, first- out basis:Raw materials ..................... 2,575,000 2,960,000Finished goods ................... 2,390,000 2,660,000Parts and supplies............... 621,000 601,000Prepaid expenses......................... 43,000 51,000Total current assets.......... 13,919,000 15,004,000
Property, plant, and equipment, atcost ......................... ................. 31,208,000 30,733,000Less: Accumulated depreciation. 24,253,000 21,981,000
6,955,000 8,752,000
$(68 )20,874,000 $(6 8 )23,756,000
LIABILITIES AND STOCKHOLDERS’ EQUITYCurrent liabilities........................... $(68) 2,521,000 $(68) 4,957,000Deferred income — payments re­ceived in advance.......................  51,000 105,000Long-term d eb t............................... 4,700,000 5,195,000
Stockholders’ equity:Capital stock—common .............. 2,191,000 2,191,000Additional paid-in capital.......... 3,932,000 3,932,000Retained earnings....................... 7,479,000 7,376,000
Total stockholders’ equity. 13,602,000 13,499,000
$(6 8 )20,874,000 $(68 )23,756,000
APB Accounting Principles 5 1071C.33
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.34 EXHIBIT B
X YZ  Company
Comparative General Price-Level Statements 
of Income and Retained Earnings 
Years Ended December 3 1 ,  1968 and 
December 31, 1967
Sales ................................................
Operating expenses:
Cost of sales................................
Depreciation ..............................
Selling and administrative 
expenses ..................................
Operating profit..............................
Gain (or loss) on sale of equipment
Loss on sale of securities...............
General price-level gain.................
Income before federal income taxes
Federal income taxes.....................
Net income ....................................
Retained earnings, beginning of 
year......... ....................................
Less: Dividends paid.....................
Retained earnings, end of year . . . .
General Price-Level Basis 
(Restated to 12/31/68)
1968 1967
$ ( 6 8 )2 7 ,3 8 1 ,0 0 0 $ (6 8 )3 1 , 6 1 1 ,0 0 0
2 1 ,3 7 9 ,0 0 0 2 4 ,1 3 8 ,0 0 0
2 ,4 0 8 ,0 0 0 2 ,7 1 9 ,0 0 0
2 ,6 5 8 ,0 0 0 2 ,7 1 7 ,0 0 0
2 6 , 4 4 5 ,0 0 0 2 9 ,5 7 4 ,0 0 0
9 3 6 ,0 0 0 2 ,0 3 7 ,0 0 0
4 1 ,0 0 0 ( 1 2 , 0 0 0 )
( 1 1 8 , 0 0 0 )
8 5 ,0 0 0 1 4 3 ,0 0 0
8 ,0 0 0 1 3 1 ,0 0 0
9 4 4 ,0 0 0 2 ,1 6 8 ,0 0 0
6 3 9 ,0 0 0 9 5 9 ,0 0 0
3 0 5 ,0 0 0 1 ,2 0 9 ,0 0 0 .
7 ,3 7 6 ,0 0 0 6 ,3 7 7 ,0 0 0
7 ,6 8 1 ,0 0 0 7 ,5 8 6 ,0 0 0
2 0 2 ,0 0 0 2 1 0 ,0 0 0
$ (6 8 ) 7 ,4 7 9 ,0 0 0 $ (6 8 ) 7 ,3 7 6 ,0 0 0
§ 1071C.34 ©  1969, American Institute of Certified Public Accountants, Inc.
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.35 12/31/68XYZ COMPANY R-1General Price-Level Restatement—1968 Gross National Product Implicit Price Deflators and Conversion Factors
C o n v e r s i o n
Y ear Q uarter G N Pdeflators fa c to rs1968 (4th  q.) =
Annual average
1957 97.5 1.2671958 100.0 1.2351959 101.6 1.2161960 103.3 1.1961961 104.6 1.1811962 105.7 1.1681963 107.1 1.1531964 108.9 1.1341965 110.9 1.1141966 113.9 1.0841967 117.3 1.0531968 121.8 1.014
Quarterly
1966 4th 115.3 1.0711967 1st 116.0 1.0652nd 116.6 1.0593rd 117.7 1.0494th 118.9 1.0391968 1st 120.0 1.0292nd 121.2 1.0193rd 122.3 1.0104th 123.5 1.000
Source: S u r v e y  o f C u rr e n t B u sin e ss , U .S . Department of Commerce, Office of Business Economics
APB Accounting Principles § 1071C.35
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.42 XYZ COMPANYGeneral Price-Level Restatement—1968 12/31/68Analysis of Sales and Cost of Sales R-8
C on version
f a c to r  or R e s ta te d  to
Sales H isto rica l so u rce 1 2 /31 /68  $ ’sCurrent sales 26,880,000 (1) 1.014 27,256,320Deferred sales realized 120,000 R-7 125,415
Total sales 27,000,000 27,381,735
Cost of sales (except depreciation)Inventories 12/31/67Raw materials 2,810,000 R-2 (1967, 8) 2,960,464Finished goods 2,560,000 R-2 (1967, 8) 2,659,840Parts and supplies 570,000 R-2 (1967, 8) 600,521Purchases 20,458,000 (1) 1.014 20,744,412
26,398,000 26,965,237
Inventories 12/31/68Raw materials 2,540,000 R-2 2,575,560Finished goods 2,390,000 R-2 2,390,000Parts and supplies 612,000 R-2 620,568
5,542,000 5,586,128
20,856,000 21,379,109
(1) Spread fairly evenly throughout the year
§ 1071C.42 ©  1969, American Institute of Certified Public Accountants, Inc.
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.43 XYZ COMPANYGeneral Price-Level Restatement—1968 Analysis of Expenses
H isto rica lSelling and administrative expenses ---------------Amortization of prepaid expenses 40,000Other 2,580,000
2,620,000
(1) Spread fairly evenly throughout the year 
Gain or (loss) on sale of equipmentCost 300,000Accumulated depreciation 120,000
180,000Proceeds, June 1968 241,000
Gain 61,000
C onversion  
f a c to r  or  
so u rce
R-4(1) 1.014
R-5R-6
1.019
Gain or (loss) on sale of marketable securitiesCost 1,500,000 R-2 (1967, 8)Proceeds, December 1968 1,600,000 1.000
Gain (loss) 100,000
12/31/68R-9
R e s ta te d  to  
12/31/68  $ ’s
42,2922,616,120
2,658,412
340,376136,151
204,225245,579
41,354
1,718,6001,600,000
(118,600)
APB Accounting Principles § 1071C.43
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XYZ COMPANYGeneral Price-Level Restatement—1968 12/31/68General Price-Level Gain or Loss R-10
12/31/67 12/31/68
H isto rica l
R e s ta te d  to (s ta te d  in
S o u rce H isto rica l 12/31/68 $ ’s 12/31/68  $’s)
N et monetary items
Cash R-2 1,700,000 1,766,300 2,120,000Receivables R-2 5,050,000 5,246,950 6,170,000Current liabilities R-2 (4,770,000) (4,956,030) (2,521,000)Long-term debt R-2 (5,000,000) (5,195,000) (4,700,000)
(3,020,000) (3,137,780) 1,069,000
R e s ta te d  toGeneral price-level gain or loss H isto rica l So u rce 12 /31 /68  $’s
Net monetary items—12/31/67 (3,020,000) as above (3,137,780)
Add:
Current sales 26,880,000 R-8 27,256,320Additions to deferred income 70,000 R-7 71,070Proceeds from sale of equipment 241,000 R-9 245,579Proceeds from sale of securities 1,600,000 R-9 1,600,000
25,771,000 26,035,189
Deduct:
Purchases 20,458,000 R-8 20,744,412Selling and administrative ex-penses—other 2,580,000 R-9 2,616,120Federal income taxes 630,000 R-3 638,820Dividends 200,000 R-3 201,900Purchases of property, plant, andequipment 800,000 R-5 815,500Additions to prepaid expenses 34,000 R-4 34,140
24,702,000 25,050,892
N et monetary items—historical—12/31/68 (as above) 1,069,000
Net monetary items—restated—12/31/68 (if there were no gain) 984,297
N et monetary items— 12/31/68(as above) 1,069,000
General price-level gain 84,703
§ 1071C.44 ©  1969, American Institute of Certified Public Accountants, Inc.
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Financial Statements Restated 
for General Price-Level 
Changes—Appendix D
GENERAL PRICE-LEVEL CHANGES AND 
SPECIFIC PRICE CHANGES
.01 General price-level statements deal with changes in the general purchasing power of money. Adjustments for changes in the specific prices of nonmonetary assets and liabilities either by use of market prices or specific indexes, on the other hand, deal with changes in market or replace­ment values. Restatement for general price-level changes does not attempt to deal with specific market price changes; adjustments for specific price changes do not deal with the effects of inflation as such. The effects of general price-level changes and specific price changes may be dealt with sepa­rately or they may be dealt with simultaneously. Dealing with one is not a substitute for dealing with the other. Re­statement for general price-level changes is appropriate if  the effects of inflation are important, regardless of whether or not specific price changes are recognized currently. The effects of inflation are not treated if  only specific price changes are recognized.
.02 The following illustration shows the differences between recognition of general price-level changes and spe­cific price changes. Four different bases of accounting are illustrated:
1. Historical cost, not restated for general price-level changes.
2. Historical cost restated for general price-level changes (the method covered in section 1071).
3. Current value, not restated for general price-level changes.
4. Current value, restated for general price-level changes.
APB Accounting Principles § 1071D.02
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.03 The illustration brings out the following points:
A. In the income statement
1. General price-level statements change the amounts but not the timing of revenue, expenses, gains, and losses.
2. Specific price adjustments (without general price- level restatements) change the timing of recogni­tion of revenue, expenses, gains, and losses, but not the amounts.
3. Recognition of changes in both specific prices and in the general price level (1) changes the timing of recognition of revenue, expenses, gains, and losses and (2) changes the amounts.
B. In the balance sheet
1. General price-level accounting presents restated his­torical cost.
2. Specific price adjustments present assets at current market value or replacement cost or approximations of them.
Information for Illustration.04 Land was purchased in year 1 for $20,000. Market price did not change in year 1.
Land was held during year 2, during which market price advanced to $26,000.
Land was sold for $34,000 at the end of year 3.GNP Deflator indexes:Year 1 _____ 100Year 2 ............110Year 3 ............120
§ 1071D.03 ©  1969, American Institute of Certified Public Accountants, Inc.
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Historical Cost Current Value
Not restated Restated Not restated Restated
(Col. 1) (Col. 2) (Col. 3) (Col. 4 )
Balance sheet amount 
of land
End of year 1 $20,000 $20,000 $20,000 $20,000
End of year 2 $20,000 $22,000 $26,000 $26,000
Year 3 before sale $20,000 $24,000 $34,000 $34,000
Income statement gains 
reported
In year 1 $ —0— $ - 0 - $ - 0 - $ - 0 -
In year 2 —0— - 0 - 6,000 4,000(1)
In year 3 14,000 10,000 8,000 5,640(2)
Total gains for 3 years $14,000 $10,000 $14,000 $10,000(3)
(year 3 dollars)
Notes
(1) Market price, end of year 2 $26,000
Restated market from year 1: 
20,000 x 110/100 = 22,000
Gain from appreciation $ 4,000
(2) Selling price, year 3 $34,000
Restated market from year 2: 
26,000x120/110 = 28,360
Gain from sale $ 5,640
(3) The $4,000 gain in year 2 must be 
restated to year 3 dollars.
Total gain:
Year 2 appreciation—
In year 2 dollars $4,000
In year 3 dollars 
Year 3 sale
$4,000x120/110 $4,360 
5,640
Total in year 3 dollars $10,000
APB Accounting Principles § 1 0 7 1 D .0 4
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Comments.05 1. Column (1) is presented in accordance with present generally accepted accounting principles. Column (2) is presented in accordance with the recommendations of section 1071.
2. Columns (3) and (4) are not discussed in section 1071. They are presented for illustrative purposes only.
3. The restated historical cost balance sheet (column 2) preserves the cost basis. It does not result in presenting assets at market value or the recognition of unrealized gains or losses.
4. Restating the income statement for changes in the general price level changes the amount but not the timing of gains and losses. Recognizing current values changes the timing but not the amount of gains and losses in the income statement. Thus, in the illustration:
a. In the historical cost columns (1 and 2), the timing of the gains is the same, but the amounts differ ($14,000 and $10,000).
b. In the current value columns (3 and 4), the timing of the gains is the same, but the amounts differ ($14,000 and $10,000).
c. In the unrestated columns (1 and 3), the total gain is the same ($14,000), but the timing and description of the gains are different.
d. In the restated columns (2 and 4), the total gain is the same ($10,000), but the timing and description of the gains are different.
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Section 1081
Foreign Operations and 
Foreign Exchange Issue date, unless otherwise indicated:June, 1953
.01 The recommendations made in this section apply to United States companies which have branches or sub­sidiaries operating in foreign countries.
.02 Since World War I foreign operations have been influenced to a marked degree by wars, departures from the gold standard, devaluations of currencies, currency restrictions, government regulations, etc.
.03 Although comparatively few countries in recent years have had unrestricted currencies and exchanges, it is nevertheless true that many companies have been doing business in foreign countries having varying degrees of restrictions; in some cases they have been carrying on all operations regarded as normal, including the transmission of funds. In view of the difficulties mentioned above, how­ever, the accounting treatment of assets, liabilities, losses, and gains involved in the conduct of foreign business and to be included or reflected in the financial statements of United States companies requires careful consideration.
.04 A sound procedure for United States companies to follow is to show earnings from foreign operations in their own accounts only to the extent that funds have been re­ceived in the United States or unrestricted funds are avail­able for transmission thereto. Appropriate provision should be made also for known losses.
.05 Any foreign earnings reported beyond the amounts received in the United States should be carefully con­sidered in the light of all the facts. The amounts should be disclosed if they are significant, and they should be re­served against to the extent that their realization in dollars appears to be doubtful.
.06 As to assets held abroad, the accounting should take into consideration the fact that most foreign assets
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stand in some degree of jeopardy, so far as ultimate realiza­tion by United States owners is concerned. Under the condi­tions it is important that especial care be taken in each case to make full disclosure in the financial statements of United States companies of the extent to which they include sig­nificant foreign items.
.07 Where more than one foreign exchange rate is in effect, care should be exercised to select the one most clearly realistic and appropriate in the circumstances.
CONSOLIDATION OF FOREIGN SUBSIDIARIES
.08 In view of the uncertain values and availability of the assets and net income of foreign subsidiaries subject to controls and exchange restrictions and the consequent unrealistic statements of income that may result from the translation of many foreign currencies into dollars, careful consideration should be given to the fundamental question of whether it is proper to consolidate the statements of for­eign subsidiaries with the statements of United States com­panies. Whether consolidation of foreign subsidiaries is decided upon or not, adequate disclosure of foreign opera­tions should be made.
.09 The following are among the possible ways of pro­viding information relating to such foreign subsidiaries:
(a) To exclude foreign subsidiaries from consoli­dation and to furnish (1) statements in which only domestic subsidiaries are consolidated and (2) as to foreign subsidiaries, a summary in suitable form of their assets and liabilities, their income and losses for the year, and the parent company’s equity therein. The total amount of investments in foreign subsidiaries should be shown separately, and the basis on which the amount was arrived at should be stated. If these in­vestments include any surplus of foreign subsidiaries and such surplus had previously been included in con­solidated surplus, the amount should be separately shown or earmarked in stating the consolidated surplus in the statements here suggested. The exclusion of for­eign subsidiaries from consolidation does not make it acceptable practice to include intercompany profits which would be eliminated if  such subsidiaries were consolidated.
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(b) To consolidate domestic and foreign subsidi­aries and to furnish in addition the summary described in (a) (2) above.
(c) To furnish (1) complete consolidated state­ments and also (2) consolidated statements for do­mestic companies only.
(d) To consolidate domestic and foreign subsidi­aries and to furnish in addition parent company state­ments showing the investment in and income from foreign subsidiaries separately from those of domestic subsidiaries.
LOSSES AND GAINS ON FOREIGN EXCHANGE.10 Realized losses or gains on foreign exchange should be charged against or credited to operations.
.11 Provision should be made, ordinarily by a charge against operations, for declines in translation value of for­eign net current and working assets (unrealized losses). Unrealized gains should preferably be carried to a suspense account, except to the extent that they offset prior provi­sions for unrealized losses, in which case they may be credited to the account previously charged.
TRANSLATION OF ASSETS, LIABILITIES,
LOSSES AND GAINS
Balance Sheet.12 Fixed assets and permanent investments should be translated into dollars at the rates prevailing when such assets were acquired or constructed. Long-term receivables may be similarly translated, although translation of such receivables at current exchange rates is appropriate in many circumstances. When large items are purchased for United States dollars (or from the proceeds of sale of such dollars), the United States dollar cost will, of course, be used. If, however, the purchase is made in some foreign currency (obtained from earnings or borrowings), then the cost of the assets should be the equivalent of the amount of foreign currency in the United States dollars, at the rate of exchange prevailing at the time payment is made. An exception to the foregoing general principles might be made where fixed assets, permanent investments, or long-term receivables were acquired shortly before a substantial and
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presumably permanent change in the exchange rate with funds obtained in the country concerned, in which case it may be appropriate to restate the dollar equivalent of such assets to the extent of the change in the related debt. [As amended, effective for fiscal periods beginning after Decem­ber 31, 1965, by APB Opinion No. 6.]
.13 In consolidating or combining the accounts, de­preciation should be computed on the amount of fixed assets as expressed in United States dollars, even though for purposes of local taxation it may be impossible to show the foreign currency equivalent of the full amount of deprecia­tion on the foreign statements.
.14 Cash, accounts receivable, and other current assets, unless covered by forward exchange contracts, should be translated at the rate of exchange prevailing on the date of the balance sheet.
.15 Inventory should follow the standard rule of cost or market, whichever is lower in dollars. Where accounts are to be stated in which the question of foreign exchange enters and the inventory is not translated at the rate of exchange prevailing on the date of the balance sheet, as is usually done with current assets, the burden of proof is on those who wish to follow some other procedure.
.16 There are, however, undoubtedly many cases where the cost or a portion of the cost of an article was incurred when the foreign currency was at a substantially higher rate of exchange than existed on the closing day of the financial period. In many cases such an asset could not be replaced for the amount in foreign currency at which it  appears in the records of the branch or subsidiary com­pany. In some cases the replacement price in foreign cur­rency would undoubtedly have increased since the fall in ex­change, and it would be inequitable to treat the lower of cost or market as a mere translation at the closing rate of the foreign currency cost price, where the article could now be replaced only at a much higher amount in foreign currency. Where the selling price obtainable in dollars, after deduct­ing a reasonable percentage to cover selling and other local expenses, exceeds the cost of the article in dollars at the rate prevailing as of the date of purchase, such original
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dollar equivalent may be considered as the cost for purposes of inventory.
.17 Current liabilities payable in foreign currency should be translated into dollars at the rate of exchange in force on the date of the balance sheet.
.18 Capital stock stated in foreign currency should not be translated at the closing rate, but at the rates of exchange prevailing when originally issued. Long-term liabilities payable in  foreign currency may be similarly translated, although translation of such liabilities at cur­rent exchange rates is appropriate in many circumstances.These are general rules, but an exception may exist in respect to long-term debt incurred or capital stock issued in connection with the acquisition of fixed assets, per­manent investments, or long-term receivables a short time before a substantial and presumably permanent change in the exchange rate. In such instances, it may be appro­priate to state the long-term debt or the capital stock at the new rate and proper to deal with the exchange differ­ences as an adjustment of the cost of the assets acquired.[As amended, effective for fiscal periods beginning after December 31, 1965, by APB Opinion No. 6.]
Profit and Loss Statement.19 The operating statements of foreign branches or subsidiaries, or of domestic corporations conducting their business in foreign currencies (buying, selling, and manu­facturing), should preferably, where there have been wide fluctuations in exchange, be translated at the average rate of exchange applicable to each month or, if this procedure would involve too much labor, on the basis of a carefully weighted average.
.20 Where a major change in an exchange rate takes place during a fiscal year, there may be situations in which more Realistic results will be obtained if income computed in foreign currencies is translated for the entire fiscal year at the new rates in effect after such major fluctuation. This procedure would have the practical advantage of making unnecessary a cutoff at the date of the change in the ex­change rate. Where dividends have been paid prior to a major change in the exchange rate, out of earnings of the
Foreign Operations and Foreign Exchange
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current fiscal year, that portion of the income for the year should be considered as having been earned at the rate at which such dividend was paid irrespective of the rates used in translating the remainder of the earnings.
.21 W hile the possibility of losses from currency de­valuation may ordinarily be considered to be a risk inherent in the conduct of business in foreign countries, the world­wide scope and unprecedented magnitude of devaluations that have occurred in recent years are such that they cannot be regarded as recurrent hazards of business. Ac­cordingly, exchange adjustments arising from such ex­traordinary developments should be classified in the income statement as extraordinary items. (See section 2010.19- .21.) [As amended, effective for fiscal periods beginning after December 31, 1966, by APB Opinion No. 9.] * * * * *
.22 The foregoing is no more than a brief resume of the generally accepted principles pertaining to the treat­ment of foreign exchange as applied to the statements of accounts of American corporations. The practical problems which arise in their application should receive careful con­sideration in each case.
  The next page is 901.  
§ 1081.21 © 1968, American Institute of Certified Public Accountants, Inc.
901
Section 1091
Purchase versus Pooling 
of Interests
Issue date, unless otherwise indicated: January, 1957
.01 Whenever two or more corporations are brought together, or combined, for the purpose of carrying on the previously conducted businesses, the accounting to give effect to the combination will vary depending largely upon whether an important part of the former ownership is  eliminated or whether substantially all of it is continued. This section differentiates these two types of combinations, the first of which is designated herein as a purchase and the second as a pooling of interests, and indicates the nature of the accounting treatment appropriate to each type.
.02 For accounting purposes, the distinction between a purchase and a pooling of interests is to be found in the at­tendant circumstances rather than in the designation of the transaction according to its legal form (such as a merger, an exchange of shares, a consolidation, or an issuance of stock for assets and businesses), or in the number of cor­porations which survive or emerge, or in other legal or tax considerations (such as the availability of surplus for divi­dends) .
.03 For accounting purposes, a purchase may be de­scribed as a business combination of two or more corpora­tions in which an important part of the ownership interests in the acquired corporation or corporations is eliminated or in which other factors requisite to a pooling of interests are not present.
.04 In contrast, a pooling of interests may be described for accounting purposes as a business combination of two or more corporations in which the holders of substantially all of the ownership interests 1 in the constituent corpora-
1 As used in this section, the term “ownership interests” refers basically to common stock, although in some cases the term may also include other classes of stock having senior or preferential rights as well as classes whose rights may be restricted in certain respects.
APB Accounting Principles § 1091.04
902 Financial Accounting—General
lions become the owners of a single corporation which owns the assets and businesses of the constituent corpora­tions, either directly or through one or more subsidiaries, and in which certain other factors discussed below are present. Such corporation may be one of the constituent corporations or it may be a new corporation. After a pooling of interests, the net assets of all of the constituent cor­porations will in a large number of cases be held by a single corporation. However, the continuance in existence of one or more of the constituent corporations in a subsidiary re­lationship to another of the constituents or to a new corpora­tion does not prevent the combination from being a pooling of interests if no significant minority interest remains out­standing, and if there are important tax, legal, or economic reasons for maintaining the subsidiary relationship, such as the preservation of tax advantages, the preservation of franchises or other rights, the preservation of the position of outstanding debt securities, or the difficulty or costliness of transferring contracts, leases, or licenses.
.05 In determining the extent to which a new owner­ship or a continuity of old ownership exists in a particular business combination, consideration should be given to attendant circumstances. When the shares of stock that are received by the several owners of one of the prede­cessor corporations are not substantially in proportion to their respective interests in such predecessor, a new owner­ship or purchase of the predecessor is presumed to result. Similarly, if  relative voting rights, as between the con­stituents, are materially altered through the issuance of senior equity or debt securities having limited or no voting rights, a purchase may be indicated. Likewise, a plan or firm intention and understanding to retire a substantial part of the capital stock issued to the owners of one or more of the constituent corporations, or substantial changes in ownership occurring shortly before or planned to occur shortly after the combination, tends to indicate that the combination is a purchase. However, where a constituent corporation has had two or more classes of stock outstand­ing prior to the origin of the plan of combination, the re­demption, retirement, or conversion of a class or classes of stock having senior or preferential rights as to assets and
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dividends need not prevent the combination from being considered to be a pooling of interests.
.06 Other attendant circumstances should also be taken into consideration in determining whether a purchase or a pooling of interests is involved. Since the assumption underlying the pooling-of-interests concept is one of con­tinuity of all of the constituents in one business enterprise, abandonment or sale of a large part of the business of one or more of the constituents militates against considering the combination as a pooling of interests. Similarly, the con­tinuity of management or the power to control management is involved. Thus, if the management of one of the constit­uents is eliminated or its influence upon the over-all manage­ment of the enterprise is very small, a purchase may be indicated. Relative size of the constituents may not neces­sarily be determinative, especially where the smaller cor­poration contributes desired management personnel; how­ever, where one of the constituent corporations is clearly dominant (for example, where the stockholders of one of the constituent corporations obtain 90% to 95% or more of the voting interest in the combined enterprise), there is a presumption that the transaction is a purchase rather than a pooling of interests.
.07 No one of the factors discussed in paragraphs .05 and .06 would necessarily be determinative and any one fac­tor might have varying degrees of significance in different cases. However, their presence or absence would be cumu­lative in effect. Since the conclusions to be drawn from con­sideration of these different relevant circumstances may be in conflict or partially so, determination as to whether a particular combination is a purchase or a pooling of inter­ests should be made in the light of all such attendant cir­cumstances..08 The Board believes that Accounting Research Bulletin No. 48 should be continued as an expression of the general philosophy for differentiating business combina­tions that are purchases from those that are poolings of interests, but emphasizes that the criteria set forth in para­graphs .05 and .06 are illustrative guides and not neces­sarily literal requirements. [As amended, effective for fiscal periods beginning after December 31, 1965, by APB Opinion No. 6.]
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.09 When a combination is deemed to be a purchase, the assets acquired should be recorded on the books of the acquiring corporation at cost, measured in money, or, in the event other consideration is given, at the fair value of such other consideration, or at the fair value of the property ac­quired, whichever is more clearly evident. This is in accord­ance with the procedure applicable to accounting for purchases of assets.
.10 When a combination is deemed to be a pooling of interests, a new basis of accountability does not arise. The carrying amounts of the assets of the constituent corpora­tions, if  stated in conformity with generally accepted ac­counting principles and appropriately adjusted when deemed necessary to place them on a uniform accounting basis, should be carried forward; and the combined earned surpluses and deficits, if any, of the constituent corpora­tions should be carried forward, except to the extent other­wise required by law or appropriate corporate action. Ad­justments of assets or of surplus which would be in con­formity with generally accepted accounting principles in the absence of a combination are ordinarily equally appro­priate if effected in connection with a pooling of interests; however, the pooling-of-interests concept implies a combin­ing of surpluses and deficits of the constituent corporations, and it would be inappropriate and misleading in connection with a pooling of interests to eliminate the deficit of one constituent against its capital surplus and to carry forward the earned surplus of another constituent.
.11 Where one or more of the constituent corporations continues in existence in a subsidiary relationship, and the requirements of a pooling of interests have been met, the combination of earned surpluses in the consolidated balance sheet is proper since a pooling of interests is not an acquisi­tion as that term is used in section 2051 which states that earned surplus of a subsidiary corporation created prior to acquisition does not form a part of the consolidated earned surplus. Under the pooling-of-interests concept, the new enterprise is regarded as a continuation of all the con­stituent corporations and this holds true whether it is represented by a single corporation or by a parent cor­poration and one or more subsidiaries. If, however, prior to the origin of a plan of combination one party to the
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combination bad been acquired by another such party as a subsidiary in circumstances which precluded the transac­tions from being considered a pooling of interests, the parents share of the earned surplus of the subsidiary prior to such acquisition should not be included in the earned surplus of the pooled corporations.
.12 Because of the variety of conditions under which a pooling of interests may be carried out, it is not prac­ticable to deal with the accounting presentation except in general terms. A number of problems will arise. For example, if a single corporation survives in a pooling of interests, the stated capital of such corporation may be either more or less than the total of the stated capitals of the constituent corporations. In the former event, the excess may be deducted first from the total of any other contributed capital (capital surplus), and next from the total of any earned surplus, of the constituent corporations. When the stated capital of the surviving corporation is less than the combined stated capitals of the constituent cor­porations, the difference should appear in the balance sheet of the surviving corporation as other contributed capital (capital surplus), analogous to that created by a reduction in stated capital where no combination is involved.
.13 When a combination is considered to be a pooling of interests,2 statements of results of operations issued by the continuing business for the period in which the combination occurs should include the combined results of operations of the constituent interests for the entire period in which the combination was effected. Similarly, if the pooling is consummated at or shortly after the close of the period, and before financial statements of the continuing business are issued, the financial statements should, if  practicable, give effect to the pooling for the entire period being reported; in this case, information should also be furnished as to revenues and earnings of the constituent businesses for all periods presented. Results of operations, balance sheets and other historical financial data of the continuing business for periods (including interim periods)
2Accounting Research Study No. 5 on A  C ritica l S tu d y  o f  A ccounting  f o r  B usin ess C om binations has been published, and another research study on accounting for goodwill is in process. The Board plans to reconsider the entire subject of accounting for business combinations after the latter study is published.
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prior to that in which the combination was effected, when presented for comparative purposes, should be restated on a combined basis. In order to show the effect of poolings upon their earnings trends, companies may wish to provide reconciliations of amounts of revenues and earnings prev­iously reported with those currently presented. Combined financial statements of pooled businesses should be clearly described as such, and disclosure should be made that a business combination has been treated as a pooling. [As amended, effective for fiscal periods beginning after Decem­ber 31, 1966, by APB Opinion No. 10.]
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Section 2010
Reporting the Results 
of Operations
Effective for fiscal periods beginning after December 31, 1966, unless otherwise indicated
INTRODUCTION.01 The American Institute of Certified Public Ac­countants, through its boards and committees, reviews from time to time the form and content of financial state­ments to determine how their usefulness may he improved.This section is the result of a review of present practice in the reporting of the results of operations of business en­tities.
.02 This section (a) concludes that net income should reflect all items of profit and loss recognized during the period except for prior period adjustments, with extraor­dinary items to he shown separately as an element of net income of the period, (b) specifies the criteria to he used in determining which items, if any, recognized during the current period are to he considered extraordinary items,(c) specifies the criteria to he used in determining which items, if any, recognized during the current period are to be considered prior period adjustments and excluded from net income for the current period and (d) specifies the statement format and terminology to be used and the disclosures to he made when extraordinary items or prior period adjustments are present.
.03 This section also specifies the method of treating extraordinary items and prior period adjustments in com­parative statements for two or more periods, specifies the disclosures required when previously issued statements of income are restated and recommends methods of presenta­tion of historical, statistical-type financial summaries which include extraordinary items or are affected by prior period adjustments. [As amended, effective for fiscal periods be­ginning after December 31, 1968, by APB Opinion No. 15.]
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.04 For convenience, the term net income is used here­in to refer to either net income or net loss. [As amended, effective for fiscal periods beginning after December 31, 1968, by APB Opinion No. 15.]
APPLICABILITY.05 This section applies to general purpose state­ments which purport to present results of operations in conformity with generally accepted accounting principles. Investment companies, insurance companies and certain nonprofit organizations have developed income statements with formats different from those of the typical commercial entity described herein, designed to highlight the peculiar nature and sources of their income or operating results. The portion of this section which requires that net income be presented as one amount does not apply to such entities. [As amended, effective for fiscal periods beginning after December 31, 1968, by APB Opinion No. 13.]
NET INCOME AND THE TREATMENT OF 
EXTRAORDINARY ITEMS AND PRIOR 
PERIOD ADJUSTMENTS
DISCUSSION
General
.06 Business entities have developed a reporting pat­tern under which periodic financial statements are pre­pared from their accounting records to reflect the financial position of the entity at a particular date and the finan­cial results of its activities for a specified period or periods. The statement of income and the statement of retained earnings (separately or combined) are designed to reflect, in a broad sense, the “ results of operations.”
.07 A problem in reporting the results of operations of a business entity for one or more periods is the treat­ment of extraordinary items and prior period adjustments. This section discusses the nature of events and transactions which might be considered “ extraordinary,” establishes
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related criteria which the Board feels are reasonable and practicable, and specifies the method and extent of dis­closure of such items in the financial statements. The sec­tion also discusses the various types of adjustment which might be considered to be proper adjustments of the re­corded results of operations of prior periods and estab­lishes criteria which the Board feels are reasonable and practicable for the relatively few items which should be so recognized.
Historical Background
General.08 There is considerable diversity of views as to whether extraordinary items and prior period adjustments should enter into the determination of net income of the period in which they are recognized. When Accounting Research Bulletin No. 32 was issued in December 1947, as well as when it was reissued in June 1953 as Chapter 8 of Accounting Research Bulletin No. 43, two conflicting view­points had attracted considerable support. The paragraphs which follow summarize the discussion of these two view­points contained in Chapter 8.
Current Operating Performance.09 Under one viewpoint, designated current oper­ating performance, the principal emphasis is upon the ordi­nary, normal, recurring operations of the entity during the current period. If extraordinary or prior period trans­actions have occurred, their inclusion might impair the sig­nificance of net income to such an extent that misleading inferences might be drawn from the amount so designated.
.10 Advocates of this position believe that users of financial statements attach a particular business signifi­cance to the statement of income and the “ net income” reported therein. They point out that, while some users are able to analyze a statement of income and to eliminate from it those prior period adjustments and extraordinary items which may tend to impair its usefulness for their purposes, many users are not trained to do this. They be­lieve that management (subject to the attestation of the independent auditors) is in a better position to do this, and to eliminate the effect of such items from the amount designated as net income.
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.11 Advocates of this position also point out that many companies, in order to give more useful information concerning their earnings performance, restate the earn­ings or losses of affected periods to reflect the proper allo­cation of prior period adjustments. They believe there­fore that items of this type may best be handled as direct adjustments of retained earnings or as “ special item s’’ excluded from net income of the current period. They feel that extraordinary items of all types may often best be disclosed as direct adjustments of retained earnings, since this eliminates any distortive effect on reported earnings.
All Inclusive.12 Under the other viewpoint, designated all inclu­sive, net income is presumed to include all transactions affecting the net increase or decrease in proprietorship equity during the current period, except dividend distri­butions and transactions of a capital nature.
.13 Proponents of this position believe that the aggre­gate of such periodic net incomes, over the life of an en­terprise, constitutes total net income, and that this is the only fair and complete method of reporting the results of operations of the entity. They believe that extraordinary items and prior period adjustments are part of the earn­ings history of an entity and that omission of such items from periodic statements of income increases the possi­bility that these items will be overlooked in a review of operating results for a period of years. They also stress the dangers of possible manipulation of annual earnings figures if  such items may be omitted from the determina­tion of net income. They believe that a statement of in­come including all such items is easy to understand and less subject to variations resulting from different judg­ments. They feel that, when judgment is allowed to deter­mine whether to include or exclude particular items or adjustments, significant differences develop in the treat­ment of borderline cases and that there is a danger that the use of “ extraordinary” as a criterion may be a means of equalizing income. Advocates of this theory believe that full disclosure in the income statement of the na­ture of any extraordinary items or prior period adjust­
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ments during each period will enable the user of a statement of income to make his own assessment of the importance of the items and their effects on operating results.
Decisions of Committee on Accounting Procedure—
Subsequent Developments
.14 The committee on accounting procedure (prede­cessor of the Accounting Principles Board) did not em­brace either of these viewpoints in its entirety in issuing its first Accounting Research Bulletin on this subject in December 1947. Instead, the committee stated “ . . . it is the opinion of the committee that there should be a gen­eral presumption that all items of profit and loss recog­nized during the period are to be used in determining the figure reported as net income. The only possible excep­tion to this presumption in any case would be with respect to items which in the aggregate are materially significant in relation to the company’s net income and are clearly not identifiable with or do not result from the usual or typical business operations of the period. Thus, only ex­traordinary items such as the following may be excluded from the determination of net income for the year, and they should be excluded when their inclusion would im­pair the significance of net income so that misleading in­ferences might be drawn therefrom: . . . .” * 1 The list of items which followed consisted of material charges or credits, other than ordinary adjustments of a recurring nature, (a) specifically related to operations of prior years,(b) resulting from unusual sales of assets not acquired for resale and not of the type in which the company usu­ally deals, (c) resulting from losses of a type not usually insured against, (d) resulting from the write-off of a ma­terial amount of intangibles or a material amount of un­amortized bond discount or premium and expense. The language quoted above was continued substantially un­changed in the 1953 Restatement and Revision of Account­ing Research Bulletins, becoming Chapter 8 of ARB No. 43.
.15 Since the issuance of these guidelines for the de­termination of net income, developments in the businessand investment environment have increased the emphasis____________________________________________________  ♦1 Accounting Research Bulletin No. 32, Incom e and E arned Surplus.
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on, and interest in, the financial reporting format of busi­ness entities and the nature of the amount shown as net income therein. As a result of the widespread and in­creasing dissemination of financial data, often in highly condensed form, to investors and potential investors, sug­gestions have been made that the criteria for the determi­nation of the amount to be reported as net income, insofar as it is affected by extraordinary items and prior period adjustments, should be re-examined.
OPINION
Summary.16 The Board has considered various methods of reporting the effects of extraordinary events and trans­actions and of prior period adjustments which are recorded in the accounts during a particular accounting period.The Board has concluded that net income should reflect all items of profit and loss recognized during the period with the sole exception of the prior period adjustments described below. Extraordinary items should, however, be segregated from the results of ordinary operations and shown separately in the income statement, with disclosure of the nature and amounts thereof. The criteria for de­termination of extraordinary items are described in para­graph .20 below.
.17 With respect to prior period adjustments, the Board has concluded that those rare items which relate directly to the operations of a specific prior period or pe­riods, which are material and which qualify under the criteria described in paragraphs .22 and .24 below should, in single period statements, be reflected as adjustments of the opening balance of retained earnings. When compara­tive statements are presented, corresponding adjustments should be made of the amounts of net income (and the components thereof) and retained earnings balances (as well as of other affected balances) for all of the periods reported therein, to reflect the retroactive application of the prior period adjustments. (See paragraph .25 for re­quired disclosures of prior period adjustments.)
.18 The Board has concluded that the above approach to the reporting of the results of operations of business entities will result in the most meaningful and useful type
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of financial presentation. The principal advantages are:(a) inclusion of all operating items related to the current period, with segregation and disclosure of the extraordi­nary items, (b) a reporting of current income from oper­ations free from distortions resulting from material items directly related to prior periods and (c) proper retroactive reflection in comparative financial statements of material adjustments relating directly to prior periods. In reach­ing its conclusion, the Board recognizes that this approach may involve (a) occasional revision of previously-reported net income for prior periods to reflect subsequently re­corded material items directly related thereto, (b) diffi­culty in segregating extraordinary items and items related to prior periods and (c) the possibility that disclosures regarding adjustments of opening balances in retained earnings or of net income of prior periods will be over­looked by the reader.
Income Statement Presentation
.19 Under this approach, the income statement should disclose the following elements:
Income before extraordinary items Extraordinary items(less applicable income tax)
Net income
If the extraordinary items are few in number, descriptive captions may replace the caption extraordinary items and related notes. In such cases, the first and last captions shown above should nonetheless appear. Similarly, even though material extraordinary items may net to an imma­terial amount, they should be positioned and disclosed as indicated above, and the first and last captions shown above should appear. If there are no extraordinary items, the caption net income should replace the three captions shown above. The amount of income tax applicable to the segregated items should be disclosed, either on the face of the income statement or in a note thereto. (The amount of prior period adjustments and the amount of income tax ap­plicable thereto should also be disclosed, as outlined in para­graph .25.) Illustrative examples of the treatment of such items in financial statements appear in section 2010A.
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1018 Financial Statement Presentation
Criteria for Extraordinary Items Related to the Current Period
.20 The segregation in the income statement of the effects of events and transactions which have occurred during the current period, which are of an extraordinary nature and whose effects are material requires the exer­cise of judgment. (In determining materiality, items of a similar nature should be considered in the aggregate. Dissimilar items should he considered individually; how­ever, if they are few in number, they should be considered in the aggregate.) Such events and transactions are iden­tified primarily by the nature of the underlying occur­rence. They will be of a character significantly different from the typical or customary business activities of the entity. Accordingly, they will be events and transactions of material effect which would not be expected to recur frequently and which would not be considered as recur­ring factors in any evaluation of the ordinary operating processes of the business. Examples of extraordinary items, assuming that each case qualifies under the criteria outlined above, include material gains or losses (or provi­sions for losses) from (a) the sale or abandonment of a plant or a significant segment of the business,2 (b) the sale of an investment not acquired for resale, (c) the write-off of goodwill due to unusual events or developments within the period, (d) the condemnation or expropriation of prop­erties and (e) a major devaluation of a foreign currency.As indicated above, such material items, less applicable income tax effect, should be segregated, but reflected in the determination of net income.
.21 Certain gains or losses (or provisions for losses), regardless of size, do not constitute extraordinary items (or prior period adjustments) because they are of a char­acter typical of the customary business activities of the entity. Examples include (a) write-downs of receivables, inventories and research and development costs, (b) ad­justments of accrued contract prices and (c) gains or losses from fluctuations of foreign exchange. The effects of items of this nature should be reflected in the determination of income before extraordinary items. If such effects are material, disclosure is recommended. *
2 Operating results prior to the decision as to sale or abandonment should not be considered an element of the extraordinary gain or loss.
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Criteria for Prior Period Adjustments.22 Adjustments related to prior periods—and thus excluded in the determination of net income for the cur­rent period—are limited to those material adjustments which (a) can be specifically identified with and directly related to the business activities of particular prior peri­ods, and (b) are not attributable to economic events occur­ring subsequent to the date of the financial statements for the prior period, and (c) depend primarily on determina­tions by persons other than management and (d) were not susceptible of reasonable estimation prior to such deter­mination. Such adjustments are rare in modern financial accounting. They relate to events or transactions which occurred in a prior period, the accounting effects of which could not be determined with reasonable assurance at that time, usually because of some major uncertainty then exist­ing. Evidence of such an uncertainty would be disclosure thereof in the financial statements of the applicable pe­riod, or of an intervening period in those cases in which the uncertainty became apparent during a subsequent pe­riod. Further, it would be expected that, in most cases, the opinion of the reporting independent auditor on such prior period would have contained a qualification because of the uncertainty. Examples are material, nonrecurring adjustments or settlements of income taxes, of renegotia­tion proceedings or of utility revenues under rate proc­esses. Settlements of significant amounts resulting from litigation or similar claims may also constitute prior pe­riod adjustments.
.23 Treatment as prior period adjustments should not be applied to the normal, recurring corrections and adjust­ments which are the natural result of the use of estimates inherent in the accounting process. For example, changes in the estimated remaining lives of fixed assets affect the computed amounts of depreciation, but these changes should be considered prospective in nature and not prior period adjustments. Similarly, relatively immaterial ad­justments of provisions for liabilities (including income taxes) made in prior periods should be considered recur­ring items to be reflected in operations of the current pe­riod. Some uncertainties, for example those relating to the realization of assets (collectibility of accounts receiv-
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able, ultimate recovery of deferred costs or realizability of inventories or other assets), would not qualify for prior period adjustment treatment, since economic events sub­sequent to the date of the financial statements must of necessity enter into the elimination of any previously- existing uncertainty. Therefore, the effects of such mat­ters are considered to be elements in the determination of net income for the period in which the uncertainty is eliminated. Thus, the Board believes that prior period adjustments will be rare.
.24 A change in the application of accounting prin­ciples may create a situation in which retroactive appli­cation is appropriate. In such situations, these changes should receive the same treatment as that for prior period adjustments. Examples are changes in the basis of pre­paring consolidated financial statements or in the basis of carrying investments in subsidiaries (e.g., from cost to the equity method).
Disclosure of Prior Period Adjustments and 
Restatements of Reported Net Income
.25 When prior period adjustments are recorded, the resulting effects (both gross and net of applicable income tax) on the net income of prior periods should be disclosed in the annual report for the year in which the adjustments are made.8 When financial statements for a single period only are presented, this disclosure should indicate the ef­fects of such restatement on the balance of retained earn­ings at the beginning of the period and on the net income of the immediately preceding period. When financial state­ments for more than one period are presented, which is ordinarily the preferable procedure,* 4 the disclosure should include the effects for each of the periods included in the statements. Such disclosures should include the amounts of income tax applicable to the prior period adjustments. Disclosure of restatements in annual reports issued sub­sequent to the first such post-revision disclosure would ordinarily not be required.
3The Board recommends disclosure, in addition, in interim, reports issued during that year subsequent to the date of recording the adjustments.4 See section 2041, C om parative F inancial S ta tem ents.
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Historical Summaries of Financial Data
.26 It has become customary for business entities to present historical, statistical-type summaries of financial data for a number of periods—commonly five or ten years. The Board recommends that the format for reporting ex­traordinary items described in paragraph .19 be used in such summaries. The Board further recommends that, whenever prior period adjustments have been recorded during any of the periods included therein, the reported amounts of net income (and the components thereof), as well as other affected items, be appropriately restated, with disclosure in the first summary published after the adjustments.
Capital Transactions
.27 The Board reaffirms the conclusion of the for­mer committee on accounting procedure that the following should be excluded from the determination of net income or the results of operations under all circumstances: (a) adjustments or charges or credits resulting from transac­tions in the company’s own capital stock,5 (b) transfers to and from accounts properly designated as appropriated retained earnings (such as general purpose contingency reserves or provisions for replacement costs of fixed as­sets) and (c) adjustments made pursuant to a quasi- reorganization.
Illustrative Statements.28 Examples of financial statements illustrating ap­plications of the Board’s conclusions appear in section 2010A. The illustrative income statements are prepared in “ single-step” form. The “ multi-step” form is also ac­ceptable. Regardless of the form used, the income state­ment should disclose revenues (sales), and the elements mentioned in paragraph .19 above should be clearly dis­closed in the order there indicated. 
5 See section 5542, Profits or Losses on Treasury Stock. 
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Section 2010A
Reporting the Results of 
Operations—Illustrative 
Statements
EXHIBITS.01 The following examples illustrate the treatment of extraordinary items and prior period adjustments in financial statements. The format of the statements is illus­trative only, and does not necessarily reflect a preference by the Accounting Principles Board for the format or for the intermediate captions shown. See section 2010—para­graph .19 as to certain final captions. The statements do not include customary disclosures, such as the amount of depreciation expense for the period, which are not con­sidered pertinent to the subject matter of section 2010. The illustrative examples, in comparative form, are as follow s:
Statement of Income and Retained Earnings AExhibit
 Statement of Income 
Statement of Retained Earnings 
Statement of Income—Five Years
B
C
D
  The next page is 1031. 
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.02 EXHIBIT A
STATEMENT OF INCOME AND RETAINED EARNINGS 
Years Ended December 31 , 1967 and December 31 , 1966
1967 1966
Net sales ... ....  ........... ..... $84,580,000
(Note 2) 
$75,650,000Other incom e_______________ 80,000 100,000
84,660,000 75,750,000
Cost and expenses—Cost of goods sold__________ 60,000,000 55,600,000Selling, general and adminis­trative expenses ________ 5,000,000 4,600,000Interest expense__________ 100,000 100,000Other deductions _________ 80,000 90,000Income tax .....______________ 9,350,000 7,370,000
74,530,000 67,760,000
Income before extraordinaryitems ____________________ 10,130,000 7,990,000Extraordinary items, net of applicable income tax of $1,880,000 in 1967 (Note 1)— (2,040,000) (1,280,000)
Net Income ________________ 8,090,000 6,710,000
Retained earnings at beginning of year—As previously reported_____  28,840,000 25,110,000Adjustments (Note 2)_____ (3,160,000) (1,760,000)
As restated____ ____  _ ... 25,680,000 23,350,000
33,770,000 30,060,000
Cash dividends on common stock-$.75 per share________  _. . 4,380,000 4,380,000
Retained earnings at end of year $29,390,000 $25,680,000
Per share of common stock—Income before extraordinaryitems __________________ $1.73 $1.37Extraordinary items, net oftax __________________ _— (.34) (.22)
Net incom e_______________ $1.39 $1.15
Notes for Exhibits A and B are on page 1032.
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.03 EXHIBIT B
STATEMENT OF INCOME
Years Ended December 31, 1967 and December 31, 1966
1967 1966
(Note 2)Net sa les___________________  $84,580,000 $75,650,000Other income_______________  80,000 100,000
84,660,000 75,750,000
Cost and expenses—Cost of goods sold_________
Selling, general and adminis­trative expenses_________
60,000,000
5,000,000
55,600,000
4,600,000Interest expense__________ 100,000 100,000Other deductions____ _____ 80,000 90,000Income t a x _______________ 9,350,000 7,370,000
Income before extraordinary items (per share: 1967—$1.73;
74,530,000 67,760,000
1966—$1.37) ______________
Extraordinary items, less appli­cable income tax in 1967 (Note 1) (per share: 1967—$(.34);
10,130,000 7,990,000
1966—$(.22)) ........................... (2,040,000) (1,280,000)
Net income (per share: 1967—$1.39; 1966—$1.15) _______ $ 8,090,000 $ 6,710,000
Note 1
During 1967 the Company sold one of its plants at a net loss of $2,040,000, after applicable income tax reduction of $1,880,000. During 1966 the Company sold an investment in marketable securities at a loss of $1,280,000, with no income tax effect.
Note 2The balance of retained earnings at December 31, 1966 has been re­stated from amounts previously reported to reflect a retroactive charge of $3,160,000 for additional income taxes settled in 1967. Of this amount, $1,400,000 ($.24 per share) is applicable to 1966 and has been reflected as an increase in tax expense for that year, the balance (applicable to years prior to 1966) being charged to retained earnings at January 1, 1966.
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.04 EXHIBIT C
STATEMENT OF RETAINED EARNINGS
Years Ended December 31 , 1967 and December 31, 1966
1967 1966
Retained earnings at beginning ofyear—As previously reported_____ $28,840,000 $25,110,000Adjustments (Note 2)______ (3,160,000) (1,760,000)
As restated ............................ 25,680,000 23,350,000Net incom e..... ..... _........... ..... 8,090,000 6,710,000
33,770,000 30,060,000Cash dividends on common stock-$.75 per share_____________ 4,380,000 4,380,000
Retained earnings at end of year $29,390,000 $25,680,000
(See accompanying notes appearing on Statement of Income, Exhibit B.)
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Section 2011
Earnings per Share
Effective for fiscal periods beginning after December 31, 1968, unless otherwise indicated 1
INTRODUCTION
.01 Earnings per share data are used in evaluating the past operating performance of a business, in forming an opinion as to its potential and in making investment de­cisions. They are commonly presented in prospectuses, proxy material and reports to stockholders. They are used in the compilation of business earnings data for the press, statistical services and other publications. When presented with formal financial statements, they assist the investor in weighing the significance of a corporation’s current net income and of changes in its net income from period to period in relation to the shares he holds or may acquire.
.02 In view of the widespread use of earnings per share data, it is important that such data be computed on a consistent basis and presented in the most meaningful manner. The Board and its predecessor committee have previously expressed their views on general standards de­signed to achieve these objectives, most recently in Part II of APB Opinion No. 9, Reporting the Results of Opera­tions.1 2
.03 In this section the Board expresses its views on some of the more specific aspects of the subject, including the guidelines that should be applied uniformly in the com­putation and presentation of earnings per share data in financial statements.
.04 Computational guidelines for the implementation of this section are contained in section 2011A. Certain views differing from those adopted in this section are sum­marized in section 2011B. Illustrations of the presenta­tions described in this section are included in the Exhibits
1 See paragraphs .45 and .46.2 See volume 2, pages 6563-6567.
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contained in section 2011C. Definitions of certain terms as used in this section are contained in section 2011D.
APPLICABILITY
.05 This section applies to financial presentations which purport to present results of operations of corpora­tions in conformity with generally accepted accounting principles and to summaries of those presentations, except as excluded in paragraph .06. Thus, it applies to corpora­tions whose capital structures include only common stock or common stock and senior securities and to those whose capital structures also include securities that should be considered the equivalent of common stock3 in computing earnings per share data.
.06 This section does not apply to mutual companies that do not have outstanding common stock or common stock equivalents (for example, mutual savings banks, cooperatives, credit unions, and similar entities); to reg­istered investment companies; to government-owned cor­porations; or to nonprofit corporations. This section also does not apply to parent company statements accompanied by consolidated financial statements, to statements of wholly-owned subsidiaries, or to special purpose state­ments.
HISTORICAL BACKGROUND
.07 Prior to the issuance of APB Opinion No. 9, earn­ings per share were generally computed by dividing net income (after deducting preferred stock dividends, if any) by the number of common shares outstanding. The divisor used in the computation usually was a weighted average of the number of common shares outstanding during the period, but sometimes was simply the number of common shares outstanding at the end of the period.
.08 ARB No. 49, Earnings per Share, referred to “ common stock or other residual security;” however, the concept that a security other than a common stock could be the substantial equivalent of common stock and should,
3APB Opinion No. 9 referred to certain securities as residual secu­rities, the determination of which was generally based upon the market value of the security as it related to investment value. In this section, the Board now uses the term common stock  equivalents as being more descriptive of those securities other than common stock that should be dealt with as common stock in the determination of earnings per share.
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therefore, enter into the computation of earnings per share was seldom followed prior to the issuance of APB Opinion No. 9. Paragraph 33 of APB Opinion No. 9 stated that earnings per share should be computed by reference to common stock and other residual securities and defined a residual security as follows:
“ When more than one class of common stock is outstanding, or when an outstanding security has par­ticipating dividend rights with the common stock, or when an outstanding security clearly derives a major portion of its value from its conversion rights or its common stock characteristics, such securities should be considered ‘residual securities’ and not ‘senior se­curities’ for purposes of computing earnings per share.’’
.09 APB Opinon No. 9 also stated in part (paragraph 43) that:
“ Under certain circumstances, earnings per share may be subject to dilution in the future if existing contingencies permitting issuance of common shares eventuate. Such circumstances include contingent changes resulting from the existence of (a) outstand­ing senior stock or debt which is convertible into common shares, (b) outstanding stock options, war­rants or similar agreements and (c) agreements for the issuance of common shares for little or no consid­eration upon the satisfaction of certain conditions (e.g., the attainment of specified levels of earnings following a business combination). If such potential dilution is material, supplementary pro forma compu­tations of earnings per share should be furnished, showing what the earnings would be if the conver­sions or contingent issuances took place.”
Before the issuance of APB Opinion No. 9 corporations had rarely presented pro forma earnings per share data of this type except in prospectuses and proxy statements.
.10 Under the definition of a residual security con­tained in paragraph 33 of APB Opinion No. 9, residual status of convertible securities has been determined using the “ major-portion-of-value” test at the time of the issu­ance of the security and from time to time thereafter when-
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ever earnings per share data were presented. In practice this test has been applied by comparing a convertible se­curity’s market value with its investment value, and the security has been considered to be residual whenever more than half its market value was attributable to its common stock characteristics at time of issuance. Practice has varied in applying this test subsequent to issuance with a higher measure used in many cases. Thus, a convertible security’s status as a residual security has been affected by equity and debt market conditions at and after the security’s issuance.
.11 Application of the residual security concept as set forth in paragraph 33 of APB Opinion No. 9 has raised questions as to the validity of the concept and as to the guidelines developed for its application in practice. The Board has reviewed the concept of residual securities as it relates to earnings per share and, as a result of its own study and the constructive comments on the matter re­ceived from interested parties, has concluded that modi­fication of the residual concept is desirable. The Board has also considered the disclosure and presentation require­ments of earnings per share data contained in APB Opin­ion No. 9 and has concluded that these should be revised.
OPINION
Presentation on Face of Income Statement.12 The Board believes that the significance attached by investors and others to earnings per share data, to­gether with the importance of evaluating the data in con­junction with the financial statements, requires that such data be presented prominently in the financial statements.The Board has therefore concluded that earnings per share or net loss per share data should be shown on the face of the income statement. The extent of the data to be pre­sented and the captions used will vary with the complexity of the company’s capital structure, as discussed in the following paragraphs.
.13 The reporting of earnings per share data should be consistent with the income statement presentation called for by section 2010.19. Earnings per share amounts should therefore be presented for (a) income before extraordinary items and (b) net income. It may also be desirable to pre­
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sent earnings per share amounts for extraordinary items, if any.
Simple Capital Structures.14 The capital structures of many corporations are relatively simple—that is, they either consist of only com­mon stock or include no potentially dilutive convertible securities, options, warrants or other rights that upon con­version or exercise could in the aggregate dilute4 earnings per common share. In these cases, a single presentation ex­pressed in terms such as Earnings per common share on the face of the income statement (based on common shares outstanding and computed in accordance with the provi­sions of section 2011A.02-.05) is the appropriate presenta­tion of earnings per share data.
Complex Capital Structures.15 Corporations with capital structures other than those described in the preceding paragraph should present two types of earnings per share data (dual presentation) with equal prominence on the face of the income statement.The first presentation is based on the outstanding common shares and those securities that are in substance equivalent to common shares and have a d ilutive4 effect. The second is a pro-forma presentation which reflects the dilution4 of earnings per share that would have occurred if all con­tingent issuances of common stock that would individually reduce earnings per share had taken place at the beginning of the period (or time of issuance of the convertible se­curity, etc., if later). For convenience in this section, these two presentations are referred to as “ primary earnings per share” and “ fully diluted earnings per share,” 5 respec­tively, and would in certain circumstances discussed else­where in this section be supplemented by other disclosures and other earnings per share data. (See paragraphs .19-.23.)
Dual Presentation.16 When dual presentation of earnings per share data is required, the primary and fully diluted earnings
4 Any reduction of less than 3% in the aggregate need not be con­sidered as dilution in the computation and presentation of earnings per share data as discussed throughout this section. In applying this test only issues which reduce earnings per share should be considered. In estab­lishing this guideline the Board does not imply that a similar measure should be applied in any circumstances other than the computation and presentation of earnings per share data under this section.5 APB Opinion No. 9 referred to the latter presentation as “supple­mentary pro forma earnings per share.”
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per share amounts should be presented with equal promi­nence on the face of the income statement. The difference between the primary and fully diluted earnings per share amounts shows the maximum extent of potential dilution of current earnings which conversions of securities that are not common stock equivalents could create. If the capital structure contains no common stock equivalents, the first may be designated Earnings per common share—assuming no dilution and the second Earnings per common share— assuming full dilution. When common stock equivalents are present and dilutive, the primary amount may be des­ignated Earnings per common and common equivalent share. The Board recognizes that precise designations should not be prescribed; corporations should be free to designate these dual presentations in a manner which best fits the circumstances provided they are in accord with the substance of this section. The term Earnings per com­mon share should not be used without appropriate qualifi­cation except under the conditions discussed in paragraph .14.
Periods Presented.17 Earnings per share data should be presented for all periods covered by the statement of income or summary of earnings. If potential dilution exists in any of the periods presented, the dual presentation of primary earn­ings per share and fully diluted earnings per share data should be made for all periods presented. This informa­tion together with other disclosures required (see para­graphs .19-.23) will give the reader an understanding of the extent and trend of the potential dilution.
.18 When results of operations of a prior period in­cluded in the statement of income or summary of earnings have been restated as a result of a prior period adjustment, earnings per share data given for the prior period should be restated. The effect of the restatement, expressed in per share terms, should be disclosed in the year of re­statement.
Additional Disclosures
Capital Structure.19 The use of complex securities complicates earn­ings per share computations and makes additional dis­closures necessary. The Board has concluded that financial
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statements should include a description, in summary form, sufficient to explain the pertinent rights and privileges of the various securities outstanding. Examples of informa­tion which should be disclosed are dividend and liquida­tion preferences, participation rights, call prices and dates, conversion or exercise prices or rates and pertinent dates, sinking fund requirements, unusual voting rights, etc.
Dual Earn ings p e r  S h a re  Data.20 A schedule or note relating to the earnings per share data should explain the bases upon which both pri­mary and fully diluted earnings per share are calculated. This information should include identification of any issues regarded as common stock equivalents in the computation of primary earnings per share and the securities included in the computation of fully diluted earnings per share. It should describe all assumptions and any resulting adjust­ments used in deriving the earnings per share data.6 There should also be disclosed the number of shares issued upon conversion, exercise or satisfaction of required conditions, etc., during at least the most recent annual fiscal period and any subsequent interim period presented.7
.21 Computations and/or reconciliations may some­times be desirable to provide a clear understanding of the manner in which the earnings per share amounts were ob­tained. This information may include data on each issue of securities entering into the computation of the primary and fully diluted earnings per share. It should not, how­ever, be shown on the face of the income statement or otherwise furnished in a manner implying that an earnings per share amount which ignores the effect of common stock equivalents (that is, earnings per share based on outstand­ing common shares only) constitutes an acceptable pre­sentation of primary earnings per share.
Supp lem en tary  Earn ings per S h a re  Data.22 Primary earnings per share should be related to the capital structures existing during each of the various
6 These computations should give effect to all adjustments which would result from conversion: for example, dividends paid on convertible pre­ferred stocks should not be deducted from net income; interest and related expenses on convertible debt, less applicable income tax, should be added to net income, and any other adjustments affecting net income because of these assumptions should also be made. (See section 2011A.06.)7 See also section 2042.
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periods presented.8 Although conversions ordinarily do not alter substantially the amount of capital employed in the business, they can significantly affect the trend in earn­ings per share data. Therefore, if conversions during the current period would have affected (either dilutively or in­crementally) primary earnings per share if they had taken place at the beginning of the period, supplementary infor­mation should be furnished (preferably in a note) for the latest period showing what primary earnings per share would have been if such conversions had taken place at the beginning of that period (or date of issuance of the secu­rity, if within the period). Similar supplementary per share earnings should be furnished if conversions occur after the close of the period but before completion of the financial report. It may also be desirable to furnish supplementary per share data for each period presented, giving the cumu­lative retroactive effect of all such conversions or changes. However, primary earnings per share data should not be adjusted retroactively for conversions.
.23 Occasionally a sale of common stock or common stock equivalents for cash occurs during the latest period presented or shortly after its close but before completion of the financial report. When a portion or all of the proceeds of such a sale has been used to retire preferred stock or debt, or is to be used for that purpose, supplementary earn­ings per share data should be furnished (preferably in a note) to show what the earnings would have been for the latest fiscal year and any subsequent interim period pre­sented if the retirement had taken place at the beginning of the respective period (or date of issuance of the retired security, if later). The number of shares of common stock whose proceeds are to be used to retire the preferred stock or debt should be included in this computation. The bases of these supplementary computations should be disclosed.9
Primary Earnings per Share.24 If a corporation’s capital structure is complex and either does not include common stock equivalents or in­cludes common stock equivalents which do not have a dilu­tive effect, the primary earnings per share figures should be
8 See sections 2011A.03-.04 and 2011A.17-.19 for exceptions to this gen­eral rule.9 There may be other forms of recapitalization which should be reflected in a similar manner.  
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based on the weighted average number of shares of common stock outstanding during the period. In such cases, poten­tial dilutive effects of contingent issuances would be re­flected in the fully diluted earnings per share amounts. Certain securities, however, are considered to be the equiva­lent of outstanding common stock and should be recognized in the computation of primary earnings per share if they have a dilutive effect.
N ature o f  Com m on S to ck  Equivalents.25 The concept that a security may be the equivalent of common stock has evolved to meet the reporting needs of investors in corporations that have issued certain types of convertible and other complex securities. A common stock equivalent is a security which is not, in form, a common stock but which usually contains provisions to enable its holder to become a common stockholder and which, be­cause of its terms and the circumstances under which it was issued, is in substance equivalent to a common stock. The holders of these securities can expect to participate in the appreciation of the value of the common stock resulting principally from the earnings and earnings potential of the issuing corporation. This participation is essentially the same as that of a common stockholder except that the se­curity may carry a specified dividend or interest rate yield­ing a return different from that received by a common stockholder. The attractiveness of this type of security to investors is often based principally on this potential right to share in increases in the earnings potential of the issuing corporation rather than on its fixed return or other senior security characteristics. With respect to a convertible security, any difference in yield between it and the under­lying common stock as well as any other senior character­istics of the convertible security become secondary. The value of a common stock equivalent is derived in large part from the value of the common stock to which it is related, and changes in its value tend to reflect changes in the value of the common stock. Neither conversion nor the immi­nence of conversion is necessary to cause a security to be a common stock equivalent.
.26 The Board has concluded that outstanding con­vertible securities which have the foregoing characteristics and which meet the criteria set forth in this section for the
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determination of common stock equivalents at the time they are issued should be considered the equivalent of com­mon stock in computing primary earnings per share if the effect is dilutive. The recognition of common stock equiva­lents in the computation of primary earnings per share avoids the misleading implication which would otherwise result from the use of common stock only; use of the latter basis would place form over substance.
.27 In addition to convertible debt and convertible preferred stocks, the following types of securities are or may be considered as common stock equivalents:Stock options and warrants (and their equiva­lents ) and stock purchase contracts—should always be considered common stock equivalents (see paragraphs .35-.38).
Participating securities and two-class common stocks — if their participation features enable their holders to share in the earnings potential of the issuing corporation on substantially the same basis as common stock even though the securities may not give the holder the right to exchange his shares for common stock (see section 2011A.14-.15).
Contingent shares—if shares are to be issued in the future upon the mere passage of time (or are held in escrow pending the satisfaction of conditions unrelated to earnings or market value) they should be considered as outstanding for the computation of earnings per share. If additional shares of stock are issuable for little or no consideration upon the satisfaction of cer­tain conditions they should be considered as outstand­ing when the conditions are met (see section 2011A.16- .19).
D eterm ination  of Com m on S to ck  Equivalents a t Issuance.28 The Board has concluded that determination of whether a convertible security is a common stock equiva­lent should be made only at the time of issuance and should not be changed thereafter so long as the security remains outstanding. However, convertible securities outstanding or subsequently issued with the same terms as those of a common stock equivalent also should be classified as com­mon stock equivalents. After full consideration of whether
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a convertible security may change its status as a common stock equivalent subsequent to issuance, including the dif­fering views which are set forth in section 2011B hereto, the Board has concluded that the dilutive effect of any con­vertible securities that were not common stock equivalents at time of their issuance should be included only in the fully diluted earnings per share amount. This conclusion is based upon the belief (a) that only the conditions which existed at the time of issuance of the convertible security should govern the determination of status as a common stock equivalent, and (b) that the presentation of fully diluted earnings per share data adequately discloses the potential dilution which may exist because of changes in conditions subsequent to time of issuance.
.29 Various factors should be considered in determin­ing the appropriate “ time of issuance” in evaluating whether a security is substantially equivalent to a common stock. The time of issuance generally is the date when agreement as to terms has been reached and announced, even though subject to certain further actions, such as di­rectors or stockholders’  approval.
No Anti-Dilution.30 Computations of primary earnings per share should not give effect to common stock equivalents or other contingent issuance for any period in which their inclusion would have the effect of increasing the earnings per share amount or decreasing the loss per share amount otherwise computed.10 Consequently, while a security once deter­mined to be a common stock equivalent retains that status, it may enter into the computation of primary earnings per share in one period and not in another.
Test o f Com m on S to ck  Equivalent Status.31 Convertible securities. A convertible security which at the time of issuance has terms that make it for all practical purposes substantially equivalent to a common
10 The presence of a common stock equivalent together with extraordinary items may result in diluting income before extraordinary items on a per share basis while increasing net income per share, or vice versa. If an extraordinary item is present and a common stock equivalent results in dilution of either income before extraordinary items or net income on a per share basis, the common stock equivalent should be recognized for all computations even though it has an anti-dilutive effect on one of the per share amounts.
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stock should be regarded as a common stock equivalent. The complexity of convertible securities makes it impracti­cal to establish definitive guidelines to encompass all the varying terms which might bear on this determination. Con­sideration has been given, however, to various character­istics of a convertible security which might affect its status as a common stock equivalent, such as cash yield at is­suance, increasing or decreasing conversion rates, liquida­tion and redemption amounts, and the conversion price in relation to the market price of the common stock. In addi­tion, consideration has been given to the pattern of various nonconvertible security yields in recent years, during which period most of the existing convertible securities have been issued, as well as over a longer period of time. Many of the characteristics noted above, which in various degrees may indicate status as a common stock equivalent, are also closely related to the interest or dividend rate of the se­curity and to its market price at the time of issuance.
.32 The Board has also studied the use of market price in relation to investment value (value of a convertible security without the conversion option) and market parity (relationship of conversion value of a convertible security to its market price) as means of determining if a converti­ble security is equivalent to a common stock. (See dis­cussion of investment value and market parity tests in section 2011B.) It has concluded, however, that these tests are too subjective or not sufficiently practicable.
.33 The Board believes that convertible securities should be considered common stock equivalents if the cash yield to the holder at time of issuance is significantly below what would be a comparable rate for a similar security of the issuer without the conversion option. Recognizing that it may frequently be difficult or impossible to ascertain such comparable rates, and in the interest of simplicity and ob­jectivity, the Board has concluded that a convertible se­curity should be considered as a common stock equivalent at the time of issuance if, based on its market price,11 it has a cash yield of less than 66⅔% of the then current bank prime interest rate.12 For any convertible security which
11 If no market price is available, this test should be based on. the fair value of the security.12If convertible securities are sold or issued outside the United States, the most comparable interest rate in the foreign country should be used for this test.
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has a change in its cash interest rate or cash dividend rate scheduled within the first five years after issuance, the low­est scheduled rate during such five years should be used in determining the cash yield of the security at issuance.
.34 The Board believes that the current bank prime interest rate in general use for short-term loans represents a practical, simple and readily available basis on which to establish the criteria for determining a common stock equivalent, as set forth in the preceding paragraph. The Board recognizes that there are other rates and averages of interest rates relating to various grades of long-term debt securities and preferred stocks which might be appro­priate or that a more complex approach could be adopted. However, after giving consideration to various approaches and interest rates in this regard, the Board has concluded that since there is a high degree of correlation between such indices and the bank prime interest rate, the latter is the most practical rate available for this particular purpose.
.35 Options and warrants (and their equivalents). Options, warrants and similar arrangements usually have no cash yield and derive their value from their right to ob­tain common stock at specified prices for an extended period. Therefore, these securities should be regarded as common stock equivalents at all times. Other securities, usually having a low cash yield (see definition of “ cash yield” , section 2011D.03), require the payment of cash upon conversion and should be considered the equivalents of warrants for the purposes of this section. Accordingly, they should also be regarded as common stock equivalents at all times. Primary earnings per share should reflect the dilution that would result from exercise or conversion of these securities and use of the funds, if any, obtained. Op­tions and warrants (and their equivalents) should, there­fore, be treated as if they had been exercised and earn­ings per share data should be computed as described in the following paragraphs. The computation of earnings per share should not, however, reflect exercise or conversion of any such security13 if its effect on earnings per share is  anti-dilutive (see paragraph .30) except as indicated in paragraph .38.
13Reasonable grouping of like securities may be appropriate.
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.36 Except as indicated in this paragraph and in para­graphs .37 and .38, the amount of dilution to be reflected in earnings per share data should be computed by application of the “ treasury stock” method. Under this method, earn­ings per share data are computed as if the options and war­rants were exercised at the beginning of the period (or at time of issuance, if later) and as if the funds obtained thereby were used to purchase common stock at the aver­age market price during the period.14 As a practical mat­ter, the Board recommends that assumption of exercise not be reflected in earnings per share data until the mar­ket price of the common stock obtainable has been in excess of the exercise price for substantially all of three consecutive months ending with the last month of the period to which earnings per share data relate. Under the treasury stock method, options and warrants have a dilu­tive effect (and are, therefore, reflected in earnings per share computations) only when the average market price of the common stock obtainable upon exercise during the period exceeds the exercise price of the options or war­rants. Previously reported earnings per share amounts should not be retroactively adjusted, in the case of options and warrants, as a result of changes in market prices of common stock. The Board recognizes that the funds ob­tained by issuers from the exercise of options and warrants are used in many ways with a wide variety of results that cannot be anticipated. Application of the treasury stock method in earnings per share computations is not based on an assumption that the funds will or could actually be used in that manner. In the usual case, it represents a practical approach to reflecting the dilutive effect that would result from the issuance of common stock under option and war­rant agreements at an effective price below the current market price. The Board has concluded, however, that the treasury stock method is inappropriate, or should be modi­fied, in certain cases described in paragraphs .37 and .38.
14 For example, if a corporation has 10,000 warrants outstanding, ex­ercisable at $54 and the average market price of the common stock during the reporting period is $60, the $540,000 which would be realized from exercise of the warrants and issuance of 10,000 shares would be an amount sufficient to acquire 9,000 shares; thus 1,000 shares would be added to the outstanding common shares in computing primary earnings per share for the period.
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.37 Some warrants contain provisions which permit, or require, the tendering of debt (usually at face amount) or other securities of the issuer in payment for all or a portion of the exercise price. The terms of some debt se­curities issued with warrants require that the proceeds of the exercise of the related warrants be applied toward re­tirement of the debt. As indicated in paragraph .35, some convertible securities require cash payments upon conver­sion and are, therefore, considered to be the equivalent of warrants. In all of these cases, the “ if converted” method (see section 2011A.06) should be applied as if retirement or conversion of the securities had occurred and as if the excess proceeds, if any, had been applied to the purchase of common stock under the treasury stock method. However, exercise of the options and warrants should not be reflected in the computation unless for the period specified in para­graph .36 either (a) the market price of the related common stock exceeds the exercise price or (b) the security which may be (or must be) tendered is selling at a price below that at which it may be tendered under the option or warrant agreement and the resulting discount is sufficient to estab­lish an effective exercise price below the market price of the common stock that can be obtained upon exercise. Similar treatment should be followed for preferred stock bearing similar provisions or other securities having conversion options permitting payment of cash for a more favorable conversion rate from the standpoint of the investor.
.38 The treasury stock method of reflecting use of pro­ceeds from options and warrants may not adequately reflect potential dilution when options or warrants to acquire a substantial number of common shares are outstanding. Accordingly, the Board has concluded that, if the number of shares of common stock obtainable upon exercise of out­standing options and warrants in the aggregate exceeds 20% of the number of common shares outstanding at the end of the period for which the computation is being made, the treasury stock method should be modified in determin­ing the dilutive effect of the options and warrants upon earnings per share data. In these circumstances all the options and warrants should be assumed to have been exer­cised and the aggregate proceeds therefrom to have been applied in two steps:
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a. As if the funds obtained were first applied to the repurchase of outstanding common shares at the average market price during the period (treasury stock method) but not to exceed 20% of the out­standing shares; and then
b. As if the balance of the funds were applied first to reduce any short-term or long-term borrowings and any remaining funds were invested in U. S. govern­ment securities or commercial paper, with appro­priate recognition of any income tax effect.
The results of steps (a) and (b) of the computation (whether dilutive or anti-dilutive) should be aggregated and, if the net effect is dilutive, should enter into the earn­ings per share computation.15
15The following are examples of the application of Paragraph 38:
A ssu m ption s: C ase 1 Case 2
Net income for year .................................... . $ 4,000,000 $ 2,000,000Common shares outstanding...................... 3,000,000 3,000,000Options and warrants outstanding to purchase equivalent shares .................... 1,000,000 1,000,00020% limitation on assumed repurchase . . . 600,000 600,000Exercise price per sh a r e .............................. $15 $15Average and year-end market value per common share to be used (see paragraph 42) ................................ $20 $12C om putations:Application of assumed proceeds ($15,000,000):Toward repurchase of outstanding common shares at applicable market v a lu e ............................................ .. $12,000,000 $ 7,200,000Reduction of debt .................................. 3,000,000 7,800,000
$15,000,000 $15,000,000
Adjustment of net income:Actual net income .................................. ... $ 4,000,000 $ 2,000,000Interest reduction (6%) less 50% tax effect ........................................ 90,000 234,000
Adjusted net income (A ) ........................ . .  $ 4,090,000 $ 2,234,000
Adjustment of shares outstanding: Actual outstanding .................................. 3,000,000 3,000,000Net additional shares issuable(1,000,000—600,000) ............................ 400,000 400,000
Adjusted shares outstanding (B) . . . . 3,400,000 3,400,000
E arnings per share:Before adjustm ent.................................... $1.33  $ .67After adjustment (A ÷ B) .................. $1.20 $ .66
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N on-Recognition  o f Com m on S to ck  Equivalents in F inancial Statem ents.39 The designation of securities as common stock equivalents in this section is solely for the purpose of deter­mining primary earnings per share. No changes from present practices are recommended in the accounting for such securities, in their presentation within the financial statements or in the manner of determining net assets per common share. Information is available in the financial statements and elsewhere for readers to make judgments as to the present and potential status of the various securities outstanding.
Fully Diluted Earnings Per Share
N o Anti-Dilution
.40 The purpose of the fully diluted earnings per share presentation is to show the maximum potential dilu­tion of current earnings per share on a prospective basis. Consequently, computations of fully diluted earnings per share for each period should exclude those securities whose conversion, exercise or other contingent issuance would have the effect of increasing the earnings per share amount or decreasing the loss per share amount16 for such period.
W h en  R equ ired.41 Fully diluted earnings per share data should be presented on the face of the statement of income for each period presented if shares of common stock (a) were issued during the period on conversions, exercise, etc., or (b) were contingently issuable at the close of any period presented and if primary earnings per share for such period would have been affected (either dilutively or incrementally) had such actual issuances taken place at the beginning of the period or would have been reduced had such contingent is­suances taken place at the beginning of the period. The above contingencies may result from the existence of (a) senior stock or debt which is convertible into common shares but is not a common stock equivalent, (b) options or warrants, or (c) agreements for the issuance of common shares upon the satisfaction of certain conditions (for ex­ample, the attainment of specified higher levels of earnings following a business combination). The computation should be based on the assumption that all such issued and issuable
16 See footnote 10.
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shares were outstanding from the beginning of the period (or from the time the contingency arose, if after the be­ginning of the period). Previously reported fully diluted earnings per share amounts should not be retroactively adjusted for subsequent conversions or subsequent changes in the market prices of the common stock.
.42 The methods described in paragraphs .36-.38 should be used to compute fully diluted earnings per share if dilution results from outstanding options and warrants; however, in order to reflect maximum potential dilution, the market price at the close of the period reported upon should be used to determine the number of shares which would be assumed to be repurchased (under the treasury stock method) if such market price is higher than the average price used in computing primary earnings per share (see paragraph .30). Common shares issued on exer­cise of options or warrants during each period should be included in fully diluted earnings per share from the be­ginning of the period or date of issuance of the options or warrants if later; the computation for the portion of the period prior to the date of exercise should be based on market prices of the common stock when exercised.
Situations Not Covered in Section.43 The Board recognizes that it is impracticable to cover all possible conditions and circumstances that may be encountered in computing earnings per share. When situations not expressly covered in this section occur, how­ever, they should be dealt with in accordance with their substance, giving cognizance to the guidelines and criteria outlined herein.
Computational Guidelines.44 The determination of earnings per share data re­quired under this section reflects the complexities of the capital structures of some businesses. The calculations should give effect to matters such as stock dividends and splits, business combinations, changes in conversion rates, etc. Guidelines which should be used in dealing with some of the more common computational matters are set forth in section 2011A.
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EFFECTIVE DATE
.45 This section shall be effective for fiscal periods beginning after December 31, 1968 for all earnings per share data (primary, fully diluted and supplementary) regardless of when the securities entering into computa­tions of earnings per share were issued, except as described in paragraph .46 as it relates to primary earnings per share. The Board recommends that (a) computations for periods beginning before January 1, 1969 be made for all securities in conformity with the provisions of this section and (b) in comparative statements in which the data for some periods are subject to this section and others are not, the provisions of the section be applied to all periods—in either case based on the conditions existing in the prior periods.
.46 In the case of securities whose time of issuance is prior to June 1, 1969 the following election should be made as of May 31, 1969 (and not subsequently changed) with respect to all such securities for the purpose of computing primary earnings per share:
a. determine the classifications of all such securities under the provisions of this section, orb. classify as common stock equivalents only those securities which are classified as residual securities under APB Opinion No. 9 regardless of how they would be classified under this section.
If the former election is made, the provisions of this section should be applied in the computation of both primary and fully diluted earnings per share data for all periods pre­sented.
§ 2011.45 ©  1969, American Institute of Certified Public Accountants, In c
1055
Section 2011A
Earnings per Share—Appendix A
COMPUTATIONAL GUIDELINES
.01 The Board has adopted the following general guidelines which should be used in the computation of earnings per share data.
.02 Weighted average. Computations of earnings per share data should be based on the weighted average num­ber of common shares and common share equivalents out­standing during each period presented. Use of a weighted average is necessary so that the effect of increases or de­creases in outstanding shares on earnings per share data is related to the portion of the period during which the re­lated consideration affected operations. Reacquired shares should be excluded from date of their acquisition. (See definition in section 2011D.28.)
.03 Stock dividends or splits. If the number of com­mon shares outstanding increases as a result of a stock dividend or stock sp lit1 or decreases as a result of a reverse split, the computations should give retroactive recognition to an appropriate equivalent change in capital structure for all periods presented. If changes in common stock resulting from stock dividends or stock splits or reverse splits have been consummated after the close of the period but before completion of the financial report, the per share computations should be based on the new number of shares because the readers’ primary interest is presumed to be related to the current capitalization. When per share com­putations reflect such changes in the number of shares after the close of the period, this fact should be disclosed.
.04 Business combinations and reorganizations. When shares are issued to acquire a business in a transaction accounted for as a purchase, the computation of earnings per share should give recognition to the existence of the new shares only from the date the acquisition took place. When a business combination is accounted for as a pooling of interests, the computation should be based on the aggre­gate of the weighted average outstanding shares of the constituent businesses, adjusted to equivalent shares of
1 See section 5561, Stock Dividends and Stock Split Ups.
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the surviving business for all periods presented. This dif­ference in treatment reflects the fact that in a purchase the results of operations of the acquired business are in­cluded in the statement of income only from the date of acquisition, whereas in a pooling of interests the results of operations are combined for all periods presented. In reorganizations, the computations should be based on analy­sis of the particular transaction according to the criteria contained in section 2011.
.05 Claims of senior securities. The claims of senior securities on earnings of a period should be deducted from net income (and also from income before extraordinary items if an amount therefor appears in the statement) before computing earnings per share. Dividends on cumu­lative preferred senior securities, whether or not earned, should be deducted from net income.2 If there is a net loss, the amount of the loss should be increased by any cumulative dividends for the period on these preferred stocks. If interest or preferred dividends are cumulative only if earned, no adjustment of this type is required, except to the extent of income available therefor. If interest or preferred dividends are not cumulative, only the interest accruable or dividends declared should be deducted. In all cases, the effect that has been given to rights of senior securities in arriving at the earnings per share should be disclosed.
.06 Use of “ if converted” method of computation.If convertible securities are deemed to be common stock equivalents for the purpose of computing primary earn­ings per share, or are assumed to have been converted for the purpose of computing fully diluted earnings per share, the securities should be assumed to have been converted at the beginning of the earliest period reported (or at time of issuance, if later). Interest charges applicable to convertible securities and non-discretionary adjustments that would have been made to items based on net income or income before taxes—such as profit sharing expense, certain royalties, and investment credit—or preferred divi­dends applicable to the convertible securities should be taken into account in determining the balance of income *
* The per share and aggregate amounts of cumulative preferred dividends in arrears should be disclosed.
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applicable to common stock. As to primary earnings per share this amount should be divided by the total of the average outstanding common shares and the number of shares which would have been issued on conversion or exercise of common stock equivalents.3 As to fully diluted earnings per share this amount should be divided by the total of the average outstanding common shares plus the number of shares applicable to conversions during the pe­riod from the beginning of the period to the date of con­version and the number of shares which would have been issued upon conversion or exercise of any other security which might dilute earnings.
.07 The if converted method recognizes the fact that the holders of convertible securities cannot share in dis­tributions of earnings applicable to the common stock un­less they relinquish their right to senior distributions. Conversion is assumed and earnings applicable to common stock and common stock equivalents are determined before distributions to holders of these securities.
.08 The if converted method also recognizes the fact that a convertible issue can participate in earnings, through dividends or interest, either as a senior security or as a common stock, but not both. The two-class method (see paragraph .10) does not recognize this limitation and may attribute to common stock an amount of earnings per share less than if the convertible security had actually been converted. The amount of earnings per share on common stock as computed under the two-class method is affected by the amount of dividends declared on the common stock.
.09 Use of “ two-class” method of computation. Al­though the two-class method is considered inappropriate with respect to the securities described in paragraph .06, its use may be necessary in the case of participating secu­rities and two-class common stock. (See paragraphs .14-.15 for discussion of these securities.) This is the case, for example, when these securities are not convertible into common stock.
.10 Under the two-class method, common stock equiv­alents are treated as common stock with a dividend rate *
3 Determined as to options and warrants by application of the method de­scribed in section 2011.36-.38.
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different from the dividend rate on the common stock and, therefore, conversion of convertible securities is not as­sumed. No use of proceeds is assumed. Distributions to holders of senior securities, common stock equivalents and common stock are first deducted from net income. The remaining amount (the undistributed earnings) is divided by the total of common shares and common share equiva­lents. Per share distributions to the common stockholders are added to this per share amount to arrive at primary earnings per share.
.11 Delayed effectiveness and changing conversion rates or exercise prices. In some cases, a conversion option does not become effective until a future date; in others conversion becomes more (or less) advantageous to the security holder at some later date as the conversion rate increases (or decreases), generally over an extended period. For example, an issue may be convertible into one share of common stock in the first year, 1.10 shares in the second year, 1.20 shares in the third year, etc. Frequently, these securities receive little or no cash dividends. Hence, under these circumstances, their value is derived principally from their conversion or exercise option and they would be deemed to be common stock equivalents under the yield test previously described. (See section 2011.33.)4 Similarly, the right to exercise options or warrants may be deferred or the exercise price may increase or decrease.
.12 Conversion rate or exercise price to he used—pri­mary earnings per share. The conversion rate or exercise price of a common stock equivalent in effect during each period presented should be used in computing primary earnings per share, with the exceptions stated hereinafter in this paragraph. Prior period primary earnings per share should not be restated for changes in the conversion ratio or exercise price. If options, warrants or other common stock equivalents are not immediately exercisable or con­vertible, the earliest effective exercise price or conversion rate if any during the succeeding five years should be used. If a convertible security having an increasing conversion rate is issued in exchange for another class of security of the issuing company and is convertible back into the same or a similar security, and if a conversion rate equal to or
4 An increasing conversion rate should not be accounted for as a stock dividend.
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greater than the original exchange rate becomes effective during the period of convertibility, the conversion rate used in the computation should not result in a reduction in the number of common shares (or common share equiva­lents) existing before the original exchange took place until a greater rate becomes effective.
.13 Conversion rate or exercise price to be used— fully diluted earnings per share. Fully diluted earnings per share computations should be based on the most advan­tageous (from the standpoint of the security holder) con­version or exercise rights that become effective within ten years following the closing date of the period being re­ported upon.5 Conversion or exercise options that are not effective until after ten or more years may be expected to be of limited significance because (a) investors’ decisions are not likely to be influenced substantially by events beyond ten years, and (b) it is questionable whether they are relevant to current operating results.
.14 Participating securities and two-class common. The capital structures of some companies include:
a. Securities which may participate in dividends wi th common stocks according to a predetermined for­mula (for example, two for one) with, at times, an upper limit on the extent of participation (for ex­ample, up to but not beyond a specified amount per share).
b. A class of common stock with different dividend rates or voting rights from those of another class of common stock, but without prior or senior rights.
Additionally, some of these securities are convertible into common stock. Earnings per share computations relating to certain types of participating securities may require the use of the two-class method. (See paragraphs .09-.10.)
.15 Because of the variety of features which these securities possess, frequently representing combinations of the features referred to above, it is not practicable to set out specific guidelines as to when they should be considered *
5 The conversion rate should also reflect the cumulative effect of any stock dividends on the preferred stock which the company has contracted or otherwise committed itself to issue within the next ten years.
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common stock equivalents. Dividend participation does not per se make a security a common stock equivalent. A determination of the status of one of these securities should be based on an analysis of all the characteristics of the security, including the ability to share in the earnings potential of the issuing corporation on substantially the same basis as the common stock.
.16 Issuance contingent on certain conditions. At times, agreements call for the issuance of additional shares contingent upon certain conditions being met. Frequently these conditions are either:
a. the maintenance of current earnings levels, or
b. the attainment of specified increased earnings.
Alternatively, agreements sometimes provide for immediate issuance of the maximum number of shares issuable in the transaction with some to be placed in escrow and later returned to the issuer if specified conditions are not met. For purposes of computing earnings per share, contingently returnable shares placed in escrow should be treated in the same manner as contingently issuable shares.
.17 If attainment or maintenance of a level of earn­ings is the condition, and if that level is currently being attained, the additional shares should be considered as outstanding for the purpose of computing both primary and fully diluted earnings per share. If attainment of increased earnings reasonably above the present level or maintenance of increased earnings above the present level over a period of years is the condition, the additional shares should be considered as outstanding only for the purpose of computing fully diluted earnings per share (but only if dilution is the result); for this computation, earnings should be adjusted to give effect to the increase in earnings speci­fied by the particular agreements (if different levels of earnings are specified, the level that would result in the largest potential dilution should be used). Previously re­ported earnings per share data should not be restated to give retroactive effect to shares subsequently issued as a result of attainment of specified increased earnings levels. If upon expiration of the term of the agreement providing for contingent issuance of additional shares the conditions have not been met, the shares should not be considered
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outstanding in that year. Previously reported earnings per share data should then he restated to give retroactive effect to the removal of the contingency.
.18 The number of shares contingently issuable may depend on the market price of the stock at a future date.In such a case, computations of earnings per share should reflect the number of shares which would be issuable based on the market price at the close of the period being reported on. Prior period earnings per share should be restated if the number of shares issued or contingently issuable sub­sequently changes because the market price changes.
.19 In some cases, the number of shares contingently issuable may depend on both future earnings and future prices of the shares. In that case, the number of shares which would be issuable should be based on both conditions, that is, market prices and earnings to date as they exist at the end of each period being reported on. (For example, if (a) a certain number of shares will be issued at the end of three years following an acquisition if earnings of the acquired company increase during those three years by a specified amount and (b) a stipulated number of additional shares will be issued if the value of the shares issued in the acquisition is not at least a designated amount at the end of the three-year period, the number of shares to be in­cluded in the earnings per share for each period should be determined by reference to the cumulative earnings of the acquired company and the value of the shares at the end of the latest period.) Prior-period earnings per share should be restated if the number of shares issued or contingently issuable subsequently changes from the number of shares previously included in the earnings per share computation.
.20 Securities of subsidiaries. At times subsidiaries issue securities which should be considered common stock equivalents from the standpoint of consolidated and parent company financial statements for the purpose of computing earnings per share. This could occur when convertible securities, options, warrants or common stock issued by the subsidiary are in the hands of the public and the sub­sidiary’s results of operations are either consolidated or reflected on the equity method. Circumstances in which conversion or exercise of a subsidiary’s securities should be assumed for the purpose of computing the consolidated
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and parent company earnings per share, or which would otherwise require recognition in the computation of earn­ings per share data, include those where:
As to the Subsidiarya. Certain of the subsidiary’s securities are common stock equivalents in relation to its own common stock.
b. Other of the subsidiary’s convertible securities, al­though not common stock equivalents in relation to its own common stock, would enter into the compu­tation of its fully diluted earnings per share.
As to the Parenta. The subsidiary’s securities are convertible into the parent company’s common stock.b. The subsidiary issues options and warrants to pur­chase the parent company’s common stock.
The treatment of these securities for the purpose of con­solidated and parent company reporting of earnings per share is discussed in the following four paragraphs.
.21 If a subsidiary has dilutive warrants or options outstanding or dilutive convertible securities which are common stock equivalents from the standpoint of the sub­sidiary, consolidated and parent company primary earn­ings per share should include the portion of the subsidiary’s income that would be applicable to the consolidated group based on its holdings and the subsidiary’s primary earnings per share. (See section 2011.39.)
.22 If a subsidiary’s convertible securities are not common stock equivalents from the standpoint of the sub­sidiary, only the portion of the subsidiary’s income that would be applicable to the consolidated group based on its holdings and the fully diluted earnings per share of the subsidiary should be included in consolidated and parent company fully diluted earnings per share. (See section 2011.40.)
.23 If a subsidiary’s securities are convertible into its parent company’s stock, they should be considered among the common stock equivalents of the parent com­pany for the purpose of computing consolidated and parent company primary and fully diluted earnings per share if
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the conditions set forth in section 2011.33 exist. If these conditions do not exist, the subsidiary’s convertible secu­rities should be included in the computation of the con­solidated and parent company fully diluted earnings per share only.
.24 If a subsidiary issues options or warrants to pur­chase stock of the parent company, they should be consid­ered common stock equivalents by the parent in computing consolidated and parent company primary and fully diluted earnings per share.
.25 Dividends per share. Dividends constitute his­torical facts and usually are so reported. However, in  certain cases, such as those affected by stock dividends or splits or reverse splits, the presentation of dividends per share should be made in terms of the current equivalent of the number of common shares outstanding at the time of the dividend. A disclosure problem exists in presenting data as to dividends per share following a pooling of inter­ests. In such cases, it is usually preferable to disclose the dividends declared per share by the principal constituent and to disclose, in addition, either the amount per equiva­lent share or the total amount for each period for the other constituent, with appropriate explanation of the circum­stances. When dividends per share are presented on other than an historical basis, the basis of presentation should be disclosed.
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SUMMARY OF DIFFERING VIEWPOINTS
.01 This section contains a summary of various view­points on a number of matters relating to the computation of earnings per share data, which viewpoints differ from the conclusions of the Board as stated in section 2011. The views in this section therefore do not represent the views of the Board as a whole.
Common Stock Equivalent or Residual Concept
.02 Section 2011.26 concludes that, for purposes of computing primary earnings per share, certain securities should be considered the equivalent of common stock. Sec­tion 2011.28 further concludes that such treatment—as to convertible securities—should be based on a determination of status made at the time of issuance of each security, based on conditions existing at that date and not subse­quently changed. Viewpoints which differ from those con­clusions are based on a number of positions, which are summarized below.
C o n c e p t H as N o  Valid ity
.03 Some believe there should be no such category as “ common stock equivalent” or “ residual” security, and hence no such classification as “ primary” earnings per share including such securities. They contend that the common stock equivalent or residual security concept in­volves assumptions and arbitrary, intricate determinations which result in figures of questionable meaning which are more likely to confuse than enlighten readers. They advo­cate that earnings per share data be presented in a tabula­tion — as part of the financial statements — which first discloses the relationship of net income and the number of common shares actually outstanding and then moves through adjustments to determine adjusted net income and the number of common shares which would be out­standing if all conversions, exercises and contingent issu­ances took place. Under this approach, all the figures involved would be readily determinable, understandable and significant. Such information, together with the other
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disclosures required in section 2011 regarding the terms of securities, would place the reader in a position to make his own judgment regarding prospects of conversion or exercise and the resulting impact on per share earnings. Accounting should not make or pre-empt that judgment.
.04 Until convertible securities, etc., are in fact con­verted, the actual common stockholders are in control, and the entire earnings could often be distributed as dividends.The conversions, exercises and contingent issuances may, in fact, never take place. Hence, the reporting as “ pri­mary” earnings per share of an amount which results from treating as common stock securities which are not common stock is, in the view of some, improper.
Concept Has Validity Both At Issuance and Subsequently.05 Some who believe in the validity of the common stock equivalent or residual concept feel that the status of a security should be determined not only at the time of its issuance but from time to time thereafter. Securities having the characteristics associated with residual secu­rities—among other things the ability to participate in the economic benefits resulting from the underlying earnings and earnings potential of the common stock through the right of their holders to become common stockholders— do change their nature with increases and decreases in the market value of the common stock after issuance. These securities are designed for this purpose, and therefore, in certain circumstances, they react to changes in the earn­ings or earnings potential of the issuer just as does the common stock. Furthermore, although many such secu­rities are issued under market and yield conditions which do not place major emphasis at the time of issuance on their common stock characteristics, both the issuer and the holder recognize the possibility that these character­istics may become of increasing significance if, and when, the value of the underlying common stock increases. The limitation of the residual concept for convertible securities to “ at issuance only” disregards these significant factors.(For example, a convertible security with a cash yield of 4% at time of issuance [assumed to be in excess of the yield test for common stock equivalent status in section 2011] may well appreciate in value subsequent to issuance,
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due to its common stock characteristics, to such an extent that its cash yield will drop to 2% or less. It seems unsound to consider such a security a “ senior security” for earn­ings per share purposes at such later dates merely because its yield at date of issuance—possibly years previously— was 4%. This seems particularly unwise when the invest­ment community evaluates such a security currently as the substantial equivalent of the common stock into which it is convertible.) Thus, the “ at issuance only” application of the residual security concept is, in the opinion of some, illogical and arbitrary. In connection with the computation of earnings per share data, this approach disregards cur­rent conditions in reporting a financial statistic whose very purpose is a reflection of the current substantive relation­ship between the earnings of the issuer and its complex capital structure.
.06 Furthermore, the adoption of the treasury stock method to determine the number of shares to be considered as common stock equivalents under outstanding options and warrants (see section 2011.36-.38) is apparent recogni­tion of the fact that market conditions subsequent to issu­ance should influence the determination of the status of a security. Thus, the conclusions of section 2011 in these matters are inconsistent.
.07 As for the contention that use of the residual concept subsequent to issuance has a “ circular” effect— in that reported earnings per share influences the market, which, in turn, influences the classification status of a security, which, in turn, influences the computation of earn­ings per share, which, in turn influences the market— analysts give appropriate recognition to the increasing importance of the common stock characteristics of con­vertible securities as the market rises or falls. It seems only appropriate that a computation purporting to attribute the earnings of a corporation to the various components of its capital structure should also give adequate recog­nition to the changing substance of these securities. Thus, the movement of securities in and out of residual status subsequent to their issuance is a logical and integral part of the entire concept.
.08 As for the contention that the dual presentation of earnings per share data required by section 2011 appro­
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priately reflects the dilutive effect of any convertible secu­rities which were not residual at time of issuance but which might subsequently be considered as residual, the disclosure of “ fully-diluted ” earnings per share data is aimed at potential (i.e., possible future) dilution; for issuers with securities having extremely low yields of the levels described in the preceding paragraph, the dilution has al­ready taken place—these common stock equivalents are being so traded in the market, and any method which does not reflect these conditions results in an amount for “ pri­mary earnings per share” which may be misleading. Fur­thermore, whenever an issuer has more than one convertible security outstanding, the effect of even the “ potential” dilution of such “ residual” securities is not appropriately reflected in any meaningful manner in the fully-diluted earnings per share amount, since its impact is combined with that of other convertible securities of the issuer which may not currently be “ residual” .
Criteria and Methods for Determination of Residual Status.09 Section 2011.33 concludes that a cash yield test— based on a specified percentage of the bank prime interest rate—should be used to determine the residual status of convertible securities, and that options and warrants should be considered residual securities at all times. Viewpoints differing from those conclusions and supporting other cri­teria or methods are summarized below.
Convertible Securities
.10 Investment value method. As explained in sec­tion 2011.08-.11, a previous Opinion specified a relative value method for the determination of the residual status of a security. In practice the method has been applied by comparing the market value of a convertible security with its “ investment value” , and by classifying a security as residual at time of issuance if such market value were 200% or more of investment value, with certain practical modifications of this test subsequent to time of issuance to assure the substance of an apparent change in status and to prevent frequent changes of status for possible tempo­rary fluctuations in the market.
.11 The establishment of investment values for con- vertible securities involves considerable estimation, and
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frequently requires the use of experts. Published financial services report estimates of investment value for many, but not all, convertible securities. Most convertible secu­rities are issued under conditions which permit a reasonable estimate of their investment values. In addition, reference to the movements of long-term borrowing rates for groups of issuers with similar credit and risk circumstances—or even reference to general long-term borrowing rates—can furnish effective evidence for an appropriate determina­tion of the investment value of a convertible security sub­sequent to its issuance. As in many determinations made for accounting purposes, estimates of this nature are often necessary. The necessity of establishing some percentage or level as the line of demarcation between residual and non-residual status is common to all methods under con­sideration—including the market parity test and various yield tests—and appears justifiable in the interest of rea­sonable consistency of treatment, both for a single issuer and among issuers.
.12 The investment value method is somewhat simi­lar to the cash yield method specified in section 2011.33. However, the latter method has two apparent weaknesses, in the view of those who support the investment value method. In the first place, it does not differentiate between issuers—that is, it is based on the same borrowing rate for all issuers, without regard for their credit ratings or other risks inherent in their activities. Second, it is based on the current bank prime interest rate, which is essentially a short-term borrowing rate. The relationship between this rate—assuming that it is constant in all sections of the country at any given time—and the long-term corporate borrowing rate may fluctuate to such an extent that the claimed ease of determination may be offset by a lack of correlation. The investment value method, based on the terms of each issue and the status of each issuer, is thus considered by some to be a more satisfactory method.
.13 Market parity method. This method compares a convertible security’s market value with its conversion value. In general, if the two values are substantially equiv­alent and in excess of redemption price, the convertible security is considered to be “ residual”.
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.14 The market parity method has the advantage, as compared to the investment value method, of using amounts that usually are readily available or ascertainable, and of avoiding estimates of investment value. More importantly, in the view of some, the equivalence of values is clearly an indication of the equivalence of the securities, while a comparison of relative values of the characteristics of a security is an indication of its status only if arbitrary rules, such as the “ major portion of value” test, are used.In similar vein, the yield test also requires the establish­ment of a point at which to determine residuality. On the other hand, a practical application of the market parity test would also require the establishment of a percentage relationship at which to determine residual status, due to the many variables involved and the need for consistent application. Also, the call or redemption price of a con­vertible security has an effect on the point at which market parity is achieved.
.15 Yield methods. There are various other methods of determining the residual nature of a convertible security based on yield relationships. Each of these is based on a comparison of the cash yield on the convertible security (based on its market value) and some predetermined rate of yield (based on other values, conditions or ratings).The discussion of the various methods contained in section 2011 comprehends the advantages and disadvantages of these other methods.
Options and Warrants.16 As explained in section 2011.35-.38, options and warrants should be regarded as common stock equivalents at all times; the “ treasury stock method” should be used in most cases to determine the number of common shares to be considered the equivalent of the options and warrants; and the number of common shares so computed should be included in the computation of both the “ primary” and “ fully-diluted” earnings per share (assuming a dilutive effect). Viewpoints which differ from those conclusions and support other treatments or other methods of measure­ment are summarized below.
.17 Exclusion from computation of primary earnings per share. In section 2011 the Board has for the first time
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considered options and warrants to be common stock equiv­alents at all times and, because of the treasury stock method of computation established, the primary earnings per share will in some cases be affected by the market price of the stock obtainable on exercise, rather than solely by the eco­nomics of the transaction entered into. Some believe that this produces a circular effect in that the reporting of earn­ings per share may then influence the market which, in turn, influences earnings per share. They believe that earn­ings per share should affect the market and not vice versa. They point out that the classification of convertible de­bentures and convertible preferred stocks is determined at time of issuance only and consequently subsequent fluctu­ations in the market prices of these securities do not affect primary earnings per share. Therefore, they believe that the dual, equally prominent presentation of primary and fully diluted earnings per share is most informative when the effect of options and warrants, other than those whose exercise price is substantially lower than market price at time of issuance, is included only in the fully diluted earn­ings per share which would be lower than primary earnings per share and thus would emphasize the potential dilution.
.18 Determination of equivalent common shares. Some believe that the “ treasury stock method” described in sec­tion 2011.36 is unsatisfactory and that other methods are preferable. Under one such method the number of equiva­lent shares is computed by reference to the relationship between the market value of the option or warrant and the market value of the related common stock. In general, it reflects the impact of options and warrants on earnings per share whenever the option or warrant has a market value, and not only when the market price of the related common stock exceeds the exercise price (as does the treas­ury stock method).
.19 Measurement of effect of options and warrants. Some believe that the effect of outstanding options and warrants on earnings per share should be computed by assuming exercise as of the beginning of the period and assuming some use of the funds so attributed to the issuer. The uses which have been suggested include application of such assumed proceeds to (a) reduce outstanding short or long term borrowings, (b) invest in government obli-
§ 2011 B.18 ©  1969, American Institute of Certified Public Accountants, Inc.
Earnings per Share—Appendix B 1071
gations or commercial paper, (c) invest in operations of the issuer or (d) fulfill other corporate objectives of the issuer. Each of these methods is felt by some to be the pref­erable approach. Many who support one of these methods feel that the “ treasury stock method” is improper since(a) it fails to reflect any dilution unless the market price of the common stock exceeds the exercise price, (b) it assumes a hypothetical purchase of treasury stock which in many cases—due to the significant number of common shares involved—would either not be possible or be possible only at a considerably increased price per share, and (c) it may be considered to be the attribution of earnings assumed on the funds received—in which, case the earnings rate for each issuer is a function of the price-earnings ratio of its common stock and is thus similar in result to an arbitrary assumption of a possibly inappropriate earnings rate.
.20 Some believe that no increment in earnings should be attributed to the funds assumed to be received upon the exercise of options and warrants, particularly if such instruments are to be reflected in the computation of pri­mary earnings per share, since the funds were not avail­able to the issuer during the period.
Computational Methods— Convertible Securities
.21 Section 2011A.06 concludes that the “ if con­verted” method of computation should be used for primary earnings per share when convertible securities are con­sidered the equivalent of common stock. Some believe that this method does not properly reflect the actual circum­stances existing during the period, and favor, instead, the so-called “ two-class” method of computation. (See section 2011A.09-.10.) Under the latter method, securities con­sidered common stock equivalents are treated as common shares with a different dividend rate from that of the regular common shares. The residual security concept is  based on common stock equivalence without the necessity of actual conversion; therefore, this method properly recog­nizes the fact that these securities receive a preferential distribution before the common stock—and also share in the potential benefits of the undistributed earnings through their substantial common stock characteristics in the same way as do the common shares. These securities are de­signed to achieve these two goals. Those who favor this
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method believe that the “ if converted” method disregards the realities of what occurred during the period. Thus, in their view, the “ if converted” method is a “ pro-forma” method which assumes conversion and the elimination of preferential distributions to these securities; as such, it is not suitable for use in the computation of primary earn­ings per share data, since the assumed conversions did not take place and the preferential distributions did take place.
.22 Those who favor the “ tw o -class” method point out that it is considered appropriate in the case of certain participating and two-class common situations. In their view, the circumstances existing when common stock equivalents are outstanding are similar; therefore, use of this method is appropriate.
Recognition of Common Stock Equivalents 
in the Financial Statements
.23 Section 2011.39 concludes that the designation of securities as common stock equivalents is solely for the purpose of determining primary earnings per share; no changes from present practice are recommended in the presentation of such securities in the financial statements. Some believe, however, that the financial statements should reflect a treatment of such securities which is consistent with the method used to determine earnings per share in the financial statements. Accordingly, convertible debt considered to be a common stock equivalent would be classi­fied in the balance sheet in association with stockholders’ equity—either under a separate caption immediately pre­ceding stockholders’ equity, or in a combined section with a caption such as “ Equity of common stockholders and holders of common stock equivalents.” In the statement of income and retained earnings, interest paid on con­vertible debt considered a common stock equivalent would be shown as a “ distribution to holders of common stock equivalents,” either following the caption of “ net income” in the statement of income or grouped with other distribu­tions in the statement of retained earnings.
.24 Some believe that the inconsistency of the posi­tions taken on this matter in section 2011A.21 is clearly evident in the requirement that, when a subsidiary has convertible securities which are common stock equivalents,
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the portion of the income of the subsidiary to be included in the consolidated statement of income of the parent and its subsidiaries should be computed disregarding the effect of the common stock equivalents, but that the computation of the primary earnings per share of the parent should reflect the effect of these common stock equivalents in attributing the income of the subsidiary to its various outstanding securities. This inconsistent treatment is, in the opinion of some, not only illogical but misleading.
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ILLUSTRATIVE STATEMENTS
.01 The following exhibits illustrate the disclosure of earnings per share data on the assumption that section 2011 was effective for all periods covered. The format of the disclosure is illustrative only, and does not neces­sarily reflect a preference by the Accounting Principles Board.
.02 Exhibit A. This exhibit illustrates the disclosure of earnings per share data for a company with a simple capital structure (see section 2011.14). The facts assumedfor Exhibit A are as follows: Number of Shares
Common stock outstanding 1968 1967
Beginning of year.............................  3,300,000 3,300,000
End of year......................................... 3,300,000 3,300,000
Issued or acquired during year.............. None None
Common stock reserved under employee
stock options granted...........................  7,200 7,200
Weighted average number of shares. . . . 3,300,000 3,300,000
NOTE: Shares issuable under employee stock options are excluded from the weighted average number of shares on the assumption that their effect is not dilutive (see section 2011.14).
EXHIBIT A
EXAMPLE OF DISCLOSURE OF EARNINGS PER SHARE 
Simple Capital Structure Thousands Excess per share data(Bottom  of Income Statement) 1968 1967
Income before extraordinary item.....................  $9,150 $7,650
Extraordinary item—gain on sale of property
less applicable income taxes................. .........  900 ........
Net Income...................................  $10,050 $7,650
Earnings per common share:
Income before extraordinary item. . .  $ 2.77 $ 2.32
Extraordinary item .............................  .28 ........
Net Income...................................  $ 3.05 $ 2.32
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.03 Exhibit B. This exhibit illustrates the disclosure of earnings per share data for a company with a complex capital structure (see section 2011.15). The facts assumed for Exhibit B are as follows:
Market price of common stock. The market price of the common stock was as follows:
1968 1967 1966
Average Price:
First quarter....................... ...........  50 45 40
Second quarter..................... ...........  60 52 41
Third quarter..................... ...........  70 50 40
Fourth quarter..................... ......... 70 50 45
December 31 closing price........ ...........  72 51 44
Cash dividends. Cash dividends of $0.125 per com­mon share were declared and paid for each quarter of 1966 and 1967. Cash dividends of $0.25 per common share were declared and paid for each quarter of 1968.
Convertible debentures. 4% convertible debentures with a principal amount of $10,000,000 due 1986 were sold for cash at a price of 100 in the last quarter of 1966. Each $100 debenture was convertible into two shares of common stock. No debentures were converted during 1966 or 1967. The entire issue was converted at the beginning of the third quarter of 1968 because the issue was called by the company.
These convertible debentures were not common stock equivalents under the terms of section 2011. The bank prime rate at the time the debentures were sold in the last quarter of 1966 was 6%. The debentures carried a coupon interest rate of 4% and had a market value of $100 at issuance. The cash yield of 4% was not less than 66⅔% of the bank prime rate (see section 2011.33). Cash yield is the same as the coupon interest rate in this case only because the market value at issuance was $100.
Convertible preferred stock. 600,000 shares of con­vertible preferred stock were issued for assets in a pur­chase transaction at the beginning of the second quarter of 1967. The annual dividend on each share of this con-
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vertible preferred stock is $0.20. Each share is convertible into one share of common stock. This convertible stock had a market value of $53 at the time of issuance and was therefore a common stock equivalent under the terms of section 2011 at the time of its issuance because the cash yield on market value was only 0.4% and the bank prime rate was 5.5% (see section 2011.33).
Holders of 500,000 shares of this convertible preferred stock converted their preferred stock into common stock during 1968 because the cash dividend on the common stock exceeded the cash dividend on the preferred stock.
Warrants. Warrants to buy 500,000 shares of common stock at $60 per share for a period of five years were issued along with the convertible preferred stock men­tioned above. No warrants have been exercised. (Note that the number of shares issuable upon exercise of the warrants is less than 20% of outstanding common shares; hence section 2011.38 is not applicable.)
The number of common shares represented by the war­rants (see section 2011.36) was 71,428 for each of the third and fourth quarters of 1968 ($60 exercise price X 500,000 warrants =  $30,000,000; $30,000,000 ÷ $70 share market price =  428,572 shares; 500,000 shares — 428,572 shares = 71,428 shares). No shares were deemed to be repre­sented by the warrants for the second quarter of 1968 or for any preceding quarter (see section 2011.36) because the market price o f the stock did not exceed the exercise price for substantially all of three consecutive months until the third quarter of 1968.
Common stock. The number of shares of common stock outstanding were as follows:
1968 1967
Beginning of year....................... . 3,300,000 3,300,000
Conversion of preferred stock.. 500,000
Conversion of debentures.......... 200,000
End of year...................  .......... . 4,000,000 3,300,000
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Weighted average number of shares. The weighted average number of shares of common stock and common stock equivalents was determined as follows:1968
Common  stock:
Shares outstanding from beginning of 
period .................................................  3,300,000
500,000 shares issued on conversion
of preferred stock; assume issuance 
evenly during year...........................  250,000
200,000 shares issued on conversion
of convertible debentures at begin­
ning of third quarter of 1968........  100,000
3,650,000
Common stock equivalents:
600,000 shares convertible preferred
stock issued at the beginning of the 
second quarter of 1967, excluding
250,000 shares included under com­
mon stock in 1968 ............................  350,000
Warrants: 71,428 common share equiva­
lents outstanding for third and 
fourth quarters of 1968, i. e., one- 
half y ear........................................... 35,714
385,714 450,000
Weighted average number of shares.. 4,035,714 3,750,000
The weighted average number of shares would be adjusted to calculate fully diluted earnings per share asfollows: 1968 1967
Weighted average number of shares.............  4,035,714 3,750,000
Shares applicable to convertible debentures 
converted at the beginning of the third 
quarter of 1968, excluding 100,000 shares 
included under common stock for 1968... .  100,000 200,000
Shares applicable to warrants included above (35,714) ..............
Shares applicable to warrants based on year- 
end price of $72 (see section 2011.42) . . . .  83,333
4,183,333 3,950,000
1967
3,300,000
3,300,000
450,000
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Income before extraordinary item and net income would 
be adjusted for interest expense on the debentures in calculating 
fully diluted earnings per share as follows:
Thousands
Before Interest, net of tax AfterAdjustment effect Adjustment
1967: Net income................... $10,300 $208 $10,508
1968:
Income before extraordi­
nary item .......... 12,900 94 12,994
Net income .....................  13,800 94 13,894
NOTES: (a) Taxes in 1967 were 48%; in 1968 they were 52.8%. (b) Net income is before dividends on preferred stock.
EXHIBIT B
EXAMPLE OF DISCLOSURE OF EARNINGS PER SHARE 
Complex Capital Structure Thousands Except per(Bottom of Income Statement) share data
1968 1967
Income before extraordinary item.................. $12,900 $10,300
Extraordinary item—gain on sale of property
less applicable income taxes.........................  900 ..........
Net Income.................................  $13,800 $10,300
Earnings per common share and com­
mon equivalent share (note x) :
Income before extraordinary item. .. $ 3.20 $ 2.75
Extraordinary item ...........................  .22 ..........
Net Income.................................  $ 3.42 $ 2.75
Earnings per common share—assuming 
full dilution (note x) :
Income before extarordinary item. . .  $ 3.11 $ 2.66
Extraordinary item ...........................  .21 ..........
Net Income.................................  $ 3.32 $ 2.66
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.04 EXHIBIT C
EXAMPLE OF NOTE X  * TO EXHIBIT B
The $0.20 convertible preferred stock is callable by the company after March 31, 1972 at $53 per share. Each share is convertible into one share of common stock.
During 1968, 700,000 shares of common stock were issued on conversions: 500,000 shares on conversion of preferred stock and 200,000 on conversion of all the 4% convertible debentures.
Warrants to acquire 500,000 shares of the company’s stock at $60 per share were outstanding at the end of 1968 and 1967. These warrants expire March 31, 1972.
Earnings per common share and common equivalent share were computed by dividing net income by the weighted average number of shares of common stock and common stock equivalents outstanding during the year. The con­vertible preferred stock has been considered to be the equivalent of common stock from the time of its issuance in 1967. The number of shares issuable on conversion of preferred stock was added to the number of common shares. The number of common shares was also increased by the number of shares issuable on the exercise of war­rants when the market price of the common stock exceeds
* The following disclosure in the December 31, 1968 balance sheet is assumed for this note:
1 9 6 8  1 9 6 7
Long-term debt:4% convertible debentures, due 1986.. — $10,000,000
Stockholders’ equity (note x ) :Convertible voting preferred stock of $1 par value, $0.20 cumulative divi­dend. Authorized 600,000 shares; issued and outstanding 100,000 shares(600,000 in 1967) ................................(Liquidation value $22 per share, aggregating $2,200,000 in 1968 and $13,200,000 in 1967) Common stock of $1 par value per share. Authorized 5,000,000 shares; issued and outstanding 4,000,000shares (3,300,000 in 1967) ................Additional paid-in capital ....................Retained earnings ..................................
$ 100,000 $ 600,000
4,000,000 3,300,000
X X X  X X X
X X X  X X X
$  X X X  $  X X X
APB Accounting Principles
1080 Financial Statement Presentation
the exercise price of the warrants. This increase in the number of common shares was reduced by the number of common shares which are assumed to have been purchased with the proceeds from the exercise of the warrants; these purchases were assumed to have been made at the average price of the common stock during that part of the year when the market price of the common stock exceeded the exercise price of the warrants.
Earnings per common share and common equivalent share for 1968 would have been $3.36 for net income and $3.14 for income before extraordinary item had the 4% convertible debentures due 1986 been converted on Janu­ary 1, 1968. (These debentures were called for redemption as of July 1, 1968 and all were converted into common shares.)
Earnings per common share—assuming full dilution for 1968 were determined on the assumptions that the con­vertible debentures were converted and the warrants were exercised on January 1, 1968. As to the debentures, net earnings were adjusted for the interest net of its tax effect. As to the warrants, outstanding shares were in­creased as described above except that purchases of com­mon stock are assumed to have been made at the year-end price of $72.
Earnings per common share—assuming full dilution for 1967 were determined on the assumption that the con­vertible debentures were converted on January 1, 1967. The outstanding warrants had no effect on the earnings per share data for 1967, as the exercise price was in excess of the market price of the common stock.
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DEFINITIONS OF TERMS.01 There are a number of terms used in discussion of earnings per share which have special meanings in that context. When used in section 2011 they are intended to have the meaning given in the following definitions. Some of the terms are not used in section 2011 but are provided as information pertinent to the subject of earnings per share.
.02 Call price. The amount at which a security may be redeemed by the issuer at the issuer’s option.
.03 Cash yield. The cash received by the holder of a security as a distribution of accumulated or current earnings or as a contractual payment for return on the amount invested, without regard to the par or face amount of the security. As used in section 2011 the term “ cash yield” refers to the relationship or ratio of such cash to be received annually to the market value of the related security at the specified date. For example, a security with a coupon rate of 4% (on par of $100) and a market value of $80 would have a cash yield of 5%.
.04 Common stock. A stock which is subordinate to all other stocks of the issuer.
.05 Common stock equivalent. A security which, be­cause of its terms or the circumstances under which it was issued, is in substance equivalent to common stock.
.06 Contingent issuance. A possible issuance of shares of common stock that is dependent upon the exercise of conversion rights, options or warrants, the satisfaction of certain conditions, or similar arrangements.
.07 Conversion price. The price that determines the number of shares of common stock into which a security is convertible. For example, $100 face value of debt con­vertible into 5 shares of common stock would be stated to have a conversion price of $20.
.08 Conversion rate. The ratio of (a) the number of common shares issuable upon conversion to (b) a unit of
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a convertible security. For example, a preferred stock may be convertible at the rate of 3 shares of common stock for each share of preferred stock.
.09 Conversion value. The current market value of the common shares obtainable upon conversion of a con­vertible security, after deducting any cash payment re­quired upon conversion.
.10 Dilution (Dilutive). A reduction in earnings per share resulting from the assumption that convertible se­curities have been converted or that options and warrants have been exercised or other shares have been issued upon the fulfillment of certain conditions. (See section 2011, footnote 4.)
.11 Dual presentation. The presentation with equal prominence of two types of earnings per share amounts on the face of the income statement—one is primary earnings per share; the other is fully diluted earnings per share.
.12 Earnings per share. The amount of earnings at­tributable to each share of common stock. For convenience, the term is used in section 2011 to refer to either net income (earnings) per share or to net loss per share. It should be used without qualifying language only when no poten­tially dilutive convertible securities, options, warrants or other agreements providing for contingent issuances of common stock are outstanding.
.13 Exercise price. The amount that must be paid for a share of common stock upon exercise of a stock option or warrant.
.14 Fully diluted earnings per share. The amount of current earnings per share reflecting the maximum dilution that would have resulted from conversions, exercises and other contingent issuances that individually would have decreased earnings per share and in the aggregate would have had a dilutive effect. A ll such issuances are assumed to have taken place at the beginning of the period (or at the time the contingency arose, if  later).
.15 “If converted" method. A method of computing earnings per share data that assumes conversion of con­vertible securities as of the beginning of the earliest period reported (or at time of issuance, if  later).
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.16 Investment value. The price at which it is esti­mated a convertible security would sell if it were not convertible, based upon its stipulated preferred dividend or interest rate and its other senior security characteristics.
.17 Market parity. A market price relationship in which the market price of a convertible security and its conversion value are approximately equal.
.18 Option. The right to purchase shares of common stock in accordance with an agreement, upon payment of a specified amount. As used in section 2011, options in­clude but are not limited to options granted to and stock purchase agreements entered into with employees. Options are considered “ securities’’ in section 2011.
.19 Primary earnings per share. The amount of earn­ings attributable to each share of common stock outstand­ing, including common stock equivalents.
.20 Redemption price. The amount at which a security is required to be redeemed at maturity or under a sinking fund arrangement.
.21 Security. The evidence of a debt or ownership or related right. For purposes of section 2011 it includes stock options and warrants, as well as debt and stock.
.22 Senior security. A security having preferential rights and which is not a common stock or common stock equivalent, for example, nonconvertible preferred stock.
.23 Supplementary earnings per share. A computa­tion of earnings per share, other than primary or fully diluted earnings per share, which gives effect to conver­sions, etc., which took place during the period or shortly thereafter as though they had occurred at the beginning of the period (or date of issuance, if later).
.24 Time of issuance. The time of issuance generally is the date when agreement as to terms has been reached and announced, even though such agreement is subject to certain further actions, such as directors’ or stockholders’ approval.
.25 Treasury stock method. A method of recognizing the use of proceeds that would be obtained upon exercise of options and warrants in computing earnings per share.It assumes that any proceeds would be used to purchase
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common stock at current market prices. (See section 2011.36-.38.)
.26 “ Two-class” method. A method of computing primary earnings per share that treats common stock equivalents as though they were common stocks with dif­ferent dividend rates from that of the common stock.
.27 Warrant. A security giving the holder the right to purchase shares of common stock in accordance with the terms of the instrument, usually upon payment of a speci­fied amount.
.28 Weighted average number of shares. The number of shares determined by relating (a) the portion of time within a reporting period that a particular number of shares of a certain security has been outstanding to (b) the total time in that period. Thus, for example, if  100 shares of a certain security were outstanding during the first quarter of a fiscal year and 300 shares were outstand­ing during the balance of the year, the weighted average number of outstanding shares would be 250.
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Section 2021
Statement of Source and 
Application of Funds
Issue date, unless otherwise indicated: October, 1963
INTRODUCTION
.01 Increased attention has been given in recent years in the United States to what has generally come to be known as “ Flow of Funds Analysis. ’’ For several years the Board of Governors of the Federal Reserve System has published quarterly and annual statistics in the F ed ­era l R e se rve  B u lle tin  showing the flow of funds in the economy. The Flow-of-Funds National Accounts of the Federal Reserve Board have joined the National Income Accounts of the Department of Commerce as important tools of national fiscal and monetary policy. Management, analysts, and investors have also become increasingly aware of the value of this aspect of financial reporting for the individual corporation.
.02 Accountants have long prepared statements of source and application of funds for management, which are in fact reports on the flow of funds in individual companies.These statements have often been presented in annual re­ports. The concept of “ funds” used in these statements has varied somewhat in practice, and variations in the concept have resulted in variations in the nature of the statements.For example, “ funds” has sometimes been interpreted to mean cash or its equivalent; in such cases the resulting statement of source and application of funds is a state­ment of cash receipts and disbursements. The most common concept of “ funds” has, however, been that of working capital, i.e., current assets less current liabilities. If the definition is applied literally, the resulting statement in­cludes only those transactions which affect the current assets or the current liabilities. A broader interpretation identifies “ funds” as all financial resources arising from
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transactions with parties external to the business enter­prise.1
.03 The Accounting Principles Board has considered the matter of reporting the flow of funds of a business en­terprise. Certain aspects of this matter are referred to in this section, including (1) the importance of information about the flow of funds, (2) the essential features of the flow of a company’s funds from a reporting standpoint, and (3) the distinction between information regarding flow of funds and information regarding net income.
.04 Information about the sources from which a com­pany obtains funds and the uses to which such funds are put may be useful for a variety of purposes affecting both operating and investment decisions. Some of this informa­tion is evident from the financial statements. The state­ment of source and application of funds is helpful because it presents other information which ordinarily cannot be obtained from the financial statements and because it presents articulated information about the flow of funds.A statement of source and application of funds cannot sup­plant the income statement, but it  can provide a useful and significant summary of certain transactions which, taken by themselves, have meaning, namely those affecting the flow of funds.
.05 The chart on page 1203, prepared by Arthur Dahl­berg, President of the U. S. Economics Corporation, shows the sources and uses of business funds in the United States.A fundamental feature of the source and application of funds shown by the chart is that all funds come either ex­ternally from borrowing or issuing equity securities or in­ternally from revenues. Another characteristic is that the funds made available by revenues are classifiable in two distinct ways. Funds equal to  the net income after deducting dividends paid to shareholders are added to the resources of the business and are available for any purpose. Funds equal to the sum of depreciation, depletion,
1 Examples of different uses of the term “funds” are found in “ ‘Cash Flow’ Analysis and the Funds Statement,” by Perry Mason, Accounting Research Study No. 2, published by the American Institute of CPAs in Nov.1961, pp. 51-56. This study contains numerous examples of other aspects of these statements. (Accounting research studies are not statements of this Board or of the Institute but are published for the purpose of stimulat­ing discussion on accounting issues.)
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Source and Uses of Corporate Funds for Non-Financial Business Firms 
Average Year 1950— 1959 
(Billions of Dollars)
Source: Federal Reserve  Board, Flow of Funds in the United Sta tes
From Robinson's Understanding Profits.
Copyright 1961, D. Van Nostrand Company Inc., Princeton, N. J.
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and similar charges are also added to the resources of the business by revenues because such items, although prop­erly deducted as operating expenses in the computation of net income, require no current outlay of funds. They repre­sent a partial recovery, through revenues, of funds previ­ously spent for fixed assets and are, therefore, analytically related to current expenditure for renewals and replace­ments of such assets.
.06 In recent years a new concept (or more correctly, an old concept with a new name) has become increasingly important in the analysis of the flow of funds. The term “ cash flow” has been used to refer to a variety of concepts, but its most common meaning in financial literature, and to a lesser extent in accounting literature, is the same as “ funds derived from operations” in a statement of source and application of funds. It is often defined as “ net income plus depreciation,” or “ net income before deducting depre­ciation, depletion, amortization, etc.” Synonyms which are sometimes used include “ cash earnings,” “ cash income,” and ‘‘cash throw-off.’’
.07 Many of the comments made in connection with “ cash flow” analysis leave the reader with the erroneous impression that “ cash flow” or “ cash earnings” is superior to net income as a measure of a company’s real earning power. Calculations of the Price/Cash Flow ratio are sometimes made and presented as a substitute for or supple­ment to the Price/Earnings ratio in evaluating a company’s stock. The amount of “ cash flow” or the “ cash flow per share” has often been presented in the president’s letter, the financial review, or the statistical section of the annual report of a corporation apart from or in the absence of a complete statement of source and application of funds in the report. In other words, there has been a growing tendency on the part of some people to single out one of the items on the statement of source and application of funds, thereby implying that this figure is more important than other information regarding the flow of funds and often carrying the implication that “ net income plus depre­ciation” is the best measure of the company’s profitability.There is a strong implication running through the com­ments in the literature, including those in the annual re­
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ports of some corporations, that the total “ cash flow” can he considered available for the payment of dividends.2
OPINION
.08 The Board believes that a statement of source and application of funds should be presented as supplementary information in financial reports. The inclusion of such information is not mandatory, and it is optional as to whether it should be covered in the report of the inde­pendent accountant.
.09 The concept of “ funds” underlying the prepara­tion of a statement of source and application of funds should he consistent with the purpose of the statement. In the case of statements prepared for presentation in annual re­ports, a concept broader than that of working capital should be used which can be characterized or defined as “ all fi­nancial resources,” so that the statement will include the financial aspects of all significant transactions, e.g., “ non­fund” transaction such as the acquisition of property through the issue of securities.
.10 Types of transactions reflected in the statement of source and application of funds may vary substantially in relative importance from one period to another. As a result, consistency of arrangement of items from period to period and uniformity of arrangement as between report­ing enterprises are of less significance than in the case of the balance sheet or income statement. In a statement of source and application of funds it is desirable to disclose and to emphasize the more important financial events of the period covered by the statement. Related items should be shown together when the result contributes to the clarity of the statement, and less important items should be com­bined. Significant changes in individual current assets and current liabilities should be shown as separate items when­ever they are not otherwise adequately disclosed in the financial statements; changes in the other current items may then be combined and shown as a single amount.
.11 The title of a statement of this type should be as descriptive as possible and need not be the same in all
2For illustrations of these practices, see the sections, “U se of Cash Flow Concept in Financial Literature,” pp. 4-15, and “Presentation of Cash Flow Data in Annual Reports,” pp. 16-29, in Accounting Research Study No. 2.
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cases. “ Statement of Resources Provided and Applied” and “ Statement of Source and Application of Funds” are examples of appropriate titles. Of the various forms of the statement, the preferred one follows the common prac­tice of beginning with the funds derived from operations (net income plus or minus “ nonfund” adjustments), the calculation being shown either at the beginning of the statement or in a footnote.
.12 Both increases and decreases in capital stock (other than stock dividends or splits), in noncurrent lia­bilities, and in noncurrent assets should be shown where the amounts are material. The proceeds from an issue of securi­ties should appear as a separate source of funds. Where significant in amount, the proceeds from the sale of property should be disclosed and shown separately from property acquisitions.
.13 The presentation of comparative and consolidated statements of source and application of funds should con­form to the policies adopted for the basic financial state­ments. A statement of source and application of funds which is cumulative for a period of years is sometimes pre­pared in addition to the statement for the current year, and is often helpful in furnishing a broad review of the financial activities over a period of time.
.14 Whether or not a cash distribution to share­holders is a return of capital or a distribution of earnings can be determined only by comparing the distribution with the amount of retained earnings available. No generaliza­tion or conclusion can be drawn as to the significance of of the “ cash flow” without reference to the entire flow of funds as reflected in the complete statement of source and application of funds. Adding back depreciation provisions to show the total funds generated from operations can be misleading unless the reader of financial statements keeps in mind that the renewal and replacement of productive facilities require substantial “ cash outflow,” which may well exceed the depreciation provisions. The “ funds de­rived from operations” (cash flow) is one, but only one, of the important items in the statement, and its significance can be determined only by relating it to the other items.
§ 2021.12
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.15 The amount of funds derived from operations can­not be considered as a substitute for or an improvement upon properly determined net income as a measure of re­sults of operations and the consequent effect on financial position. Misleading implications can result from isolated statistics in annual reports of “ cash flow” which are not placed in proper perspective to net income figures and to a complete analysis of source and application of funds. “ Cash flow” and related terms should not be used in an­nual reports in such a way that the significance of net income is impaired, and “ cash earnings” or other terms with a similar connotation should be avoided. The Board regards computations of “ cash flow per share” as mislead­ing since they ignore the impact of cash expenditures for renewal and replacement of facilities and tend to down­grade the significant economic statistic of “ earnings per share.”
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Section 2031
Current Assets and 
Current Liabilities
Issue date, unless 
otherwise indicated:
June, 1953
.01 The working capital of a borrower has always been of prime interest to grantors of credit; and bond indentures, credit agreements, and preferred stock agree­ments commonly contain provisions restricting corporate actions which would effect a reduction or impairment of working capital. Many such contracts forego precise or uniform definitions and merely provide that current assets and current liabilities shall be determined in accordance with generally accepted accounting principles. Considerable variation and inconsistency exist, however, with respect to their classification and display in financial statements.In this section the committee discusses the nature of cur­rent assets and current liabilities with a view toward a more useful presentation thereof in financial statements.
.02 The committee believes that, in the past, defini­tions of current assets have tended to be overly concerned with whether the assets may be immediately realizable.The discussion which follows takes cognizance of the tend­ency for creditors to rely more upon the ability of debtors to pay their obligations out of the proceeds of current op­erations and less upon the debtor’s ability to pay in case of liquidation. It should be emphasized that financial state­ments of a going concern are prepared on the assumption that the company will continue in business. Accordingly, the views expressed in this section represent a departure from any narrow definition or strict one year interpretation of either current assets or current liabilities; the objective is to relate the criteria developed to the operating cycle of a business.
.03 Financial position, as it  is reflected by the records and accounts from which the statement is  prepared is revealed in a presentation of the assets and liabilities of the
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enterprise. In the statements of manufacturing, trading, and service enterprises these assets and liabilities are gen­erally classified and segregated; if they are classified logi­cally, summations or totals of the current or circulating or working assets, hereinafter referred to as current assets, and of obligations currently payable, designated as current liabilities, will permit the ready determination of working capital. Working capital, sometimes called net working capital, is represented by the excess of current assets over current liabilities and identifies the relatively liquid por­tion of total enterprise capital which constitutes a margin or buffer for meeting obligations within the ordinary oper­ating cycle of the business. If the conventions of account­ing relative to the identification and presentation of current assets and current liabilities are made logical and consistent, the amounts, bases of valuations, and composi­tion of such assets and liabilities and their relation to the total assets or capital employed will provide valuable data for credit and management purposes and afford a sound basis for comparisons from year to year. It is recognized that there may be exceptions, in special cases, to certain of the inclusions and exclusions as set forth in this section.When such exceptions occur they should be accorded the treatment merited in the particular circumstances under the general principles outlined herein.
.04 For accounting purposes, the term current assets is used to designate cash and other assets or resources commonly identified as those which are reasonably expected to be realized in cash or sold or consumed during the normal operating cycle of the business. Thus the term comprehends in general such resources as (a) cash available for current operations and items which are the equivalent of cash;(b) inventories of merchandise, raw materials, goods in process, finished goods, operating supplies, and ordinary maintenance material and parts; (c) trade accounts, notes, and acceptances receivable; (d) receivables from officers, employees, affiliates, and others, if collectible in the ordi­nary course of business within a year; (e) instalment or deferred accounts and notes receivable if they conform gen­erally to normal trade practices and terms within the business; (f) marketable securities representing the invest­ment of cash available for current operations; and (g) pre­
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paid expenses such as insurance, interest, rents, taxes, unused royalties, current paid advertising service not yet received, and operating supplies. Prepaid expenses are not current assets in the sense that they will be converted into cash but in the sense that, if not paid in advance, they would require the use of current assets during the operating cycle.
.05 The ordinary operations of a business involve a circulation of capital within the current asset group. Cash is expended for materials, finished parts, operating sup­plies, labor, and other factory services, and such expendi­tures are accumulated as inventory cost. Inventory costs, upon sale of the products to which such costs attach, are converted into trade receivables and ultimately into cash again. The average time intervening between the acqui­sition of materials or services entering this process and the final cash realization constitutes an operating cycle.A one-year time period is to be used as a basis for the segregation of current assets in cases where there are several operating cycles occurring within a year. However, where the period of the operating cycle is more than twelve months, as in, for instance, the tobacco, distillery, and lum­ber businesses, the longer period should be used. Where a particular business has no clearly defined operating cycle, the one-year rule should govern.
.06 This concept of the nature of current assets con­templates the exclusion from that classification of such resources as: (a) cash and claims to cash which are re­stricted as to withdrawal or use for other than current operations, are designated for expenditure in the acquisi­tion or construction of noncurrent assets, or are segre­gated 1 for the liquidation of long-term debts; (b) invest­ments in securities (whether marketable or not) or advances which have been made for the purposes of control, affiliation, or other continuing business advantage; (c) receivables arising from unusual transactions (such as the sale of capi­tal assets, or loans or advances to affiliates, officers, or em­ployees) which are not expected to be collected within
1 Even though not actually set aside in special accounts, funds that are clearly to be used in the near future for the liquidation of long-term debts, payments to sinking funds, or for similar purposes should also, under this concept, be excluded from current assets. However, where such funds are considered to offset maturing debt which has properly been set up as a current liability, they may be included within the current asset classification.
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twelve months; (d) cash surrender value of life insurance policies; (e) land and other natural resources; (f) depre­ciable assets; and (g) long-term prepayments which are fairly chargeable to the operations of several years, or de­ferred charges such as unamortized debt discount and expense, bonus payments under a long-term lease, costs of rearrangement of factory layout or removal to a new location, and certain types of research and development costs.
.07 The term current liabilities is used principally to designate obligations whose liquidation is reasonably ex­pected to require the use of existing resources properly classifiable as current assets, or the creation of other cur­rent liabilities. As a balance-sheet category, the classifica­tion is intended to include obligations for items which have entered into the operating cycle, such as payables in­curred in the acquisition of materials and supplies to be used in the production of goods or in providing services to be offered for sale; collections received in advance of the delivery of goods or performance of services;2 and debts which arise from operations directly related to the operating cycle, such as accruals for wages, salaries, commissions, rentals, royalties, and income and other taxes. Other lia­bilities whose regular and ordinary liquidation is expected to occur within a relatively short period of time, usually twelve months, are also intended for inclusion, such as short-term debts arising from the acquisition of capital assets, serial maturities of long-term obligations, amounts required to be expended within one year under sinking fund provisions, and agency obligations arising from the collection or acceptance of cash or other assets for the account of third persons.3 * 
* Examples of such current liabilities are obligations resulting from advance collections on ticket sales, which will normally be liquidated in the ordinary course of business by the delivery of services. On the contrary, obligations representing long-term deferments of the delivery of goods or services would not be shown as current liabilities. Examples of the latter are the issuance of a long-term warranty or the advance receipt by a lessor of rental for the final period of a ten-year lease as a condition to execution of the lease agreement.* Loans accompanied by pledge of life insurance policies would be classified as current liabilities when, by their terms or by intent, they are to be repaid within twelve months. The pledging of life insurance policies does not affect the classification of the asset any more than does the pledg­ing of receivables, inventories, real estate, or other assets as collateral for a short-term loan. However, when a loan on a life insurance policy is
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.08 This concept of current liabilities would include estimated or accrued amounts which are expected to be required to cover expenditures within the year for known obligations (a) the amount of which can be determined only approximately (as in the case of provisions for accru­ing bonus payments) or (b) where the specific person or per­sons to whom payment will be made cannot as yet be designated (as in the case of estimated costs to be incurred in connection with guaranteed servicing or repair of prod­ucts already sold). The current liability classification, however, is not intended to include a contractual obligation falling due at an early date which is expected to be re­funded,4 or debts to be liquidated by funds which have been accumulated in accounts of a type not properly classi­fied as current assets, or long-term obligations incurred to provide increased amounts of working capital for long periods. When the amounts of the periodic payments of an obligation are, by contract, measured by current trans­actions, as for example by rents or revenues received in the case of equipment trust certificates or by the depletion of natural resources in the case of property obligations, the portion of the total obligation to be included as a cur­rent liability should be that representing the amount accrued at the balance-sheet date.
.09 The amounts at which various current assets are carried do not always represent their present realizable cash values. Accounts receivable net of allowances for uncollectible accounts, and for unearned discounts where unearned discounts are considered, are effectively stated at the amount of cash estimated as realizable. However, practice varies with respect to the carrying basis for cur­rent assets such as marketable securities and inventories. In the case of marketable securities where market value is less than cost by a substantial amount and it is evident that the decline in market value is not due to a mere temporary condition, the amount to be included as a cur­rent asset should not exceed the market value. The basis
obtained from the insurance company with the intent that it will not be paid but will be liquidated by deduction from the proceeds of the policy upon maturity or cancellation, the obligation should be excluded from cur­rent liabilities.4 There should, however, be full disclosure that such obligation has been omitted from the current liabilities and a statement of t he reason for such omission should be given. Cf. note 1.
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for carrying inventories is stated in section 5121.15. It is important that the amounts at which current assets are stated be supplemented by information which reveals, for temporary investments, their market value at the balance- sheet date, and for the various classifications of inventory items, the basis upon which their amounts are stated and, where practicable, indication of the method of determining the cost—e.g., average cost, first-in first-out, last-in first- out, etc.
.10 Unearned discounts (other than cash or quantity discounts and the like), finance charges and interest in­cluded in the face amount of receivables should be shown as a deduction from the related receivables. [As amended, effective for fiscal periods beginning after December 31, 1965, by APB Opinion No. 6.]
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Offsetting Securities Against 
Taxes Payable
Section 2032
Effective for fiscal periods beginning after December 
31, 1966
.01 It is a general principle of accounting that the offsetting of assets and liabilities in the balance sheet is improper except where a right of setoff exists. Accord­ingly, the offset of cash or other assets against the tax liability or other amounts owing to governmental bodies is not acceptable except in the circumstances described in paragraph .03 below.
.02 Most securities now issued by governments are not by their terms designed specifically for the payment of taxes and, accordingly, should not be deducted from taxes payable on the balance sheet.
.03 The only exception to this general principle oc­curs when it is clear that a purchase of securities (accept­able for the payment of taxes) is in substance an advance payment of taxes that will be payable in the relatively near future, so that in the special circumstances the purchase is tantamount to the prepayment of taxes. This occurs at times, for example, as an accommodation to a local government and in some instances when governments issue securities that are specifically designated as being accept­able for the payment of taxes of those governments.
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Section 2041 1351
Comparative Financial 
Statements
Issue date, unless otherwise indicated: June, 1953
.01 The presentation of comparative financial state­ments in annual and other reports enhances the usefulness of such reports and brings out more clearly the nature and trends of current changes affecting the enterprise. Such presentation emphasizes the fact that statements for a series of periods are far more significant than those for a single period and that the accounts for one period are hut an instalment of what is essentially a continuous history.
.02 In any one year it is ordinarily desirable that the balance sheet, the income statement, and the surplus state­ment be given for one or more preceding years as well as for the current year. Footnotes, explanations, and account­ants’ qualifications which appeared on the statements for the preceding years should he repeated, or at least referred to, in the comparative statements to the extent that they continue to he of significance. If, because of reclassifica­tions or for other reasons, changes have occurred in the manner of or basis for presenting corresponding items for two or more periods, information should be furnished which will explain the change. This procedure is in conformity with the well recognized principle that any change in prac­tice which affects comparability should be disclosed.
.03 It is necessary that prior-year figures shown for comparative purposes be in fact comparable with those shown for the most recent period, or that any exceptions to comparability be clearly brought out.
.04 Circumstances vary so greatly that it is not prac­ticable to deal here specifically with all situations. The independent accountant should, however, make very clear what statements are included within the scope of his report.
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Capital Changes Effective for fiscal periods beginning after December 31, 1967, unless otherwise indicated
.01 Section 2010.06 states that “ The statement of income and the statement of retained earnings (separately or combined) are designed to reflect, in a broad sense, the ‘results of operations’. ’’ Section 2010.27 states that certain capital transactions “ . . . should be excluded from the determination of net income or the results of operations under all circumstances.” Companies generally have re­ported the current year’s changes in stockholders’ equity accounts other than retained earnings in separate state­ments or notes to the financial statements when presenting both financial position and results of operations for one or more years. A question has arisen as to whether, because of the language of section 2010, changes in stockholders’ equity accounts other than retained earnings are required to be reported.
.02 When both financial position and results of op­erations are presented, disclosure of changes in the separate accounts comprising stockholders’ equity (in addition to retained earnings) and of the changes in the number of shares of equity securities during at least the most recent annual fiscal period and any subsequent interim period presented is required to make the financial statements sufficiently informative. Disclosure of such changes may take the form of separate statements or may be made in the basic financial statements or notes thereto.
Section 2042
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Disclosure of Depreciable 
Assets and Depreciation
Effective for fiscal periods beginning after December 31, 1967, unless otherwise indicated
.01 Disclosure of the total amount of depreciation expense entering into the determination of results of operations has become a general practice. The balances of major classes of depreciable assets are also generally disclosed. Practice varies, however, with respect to dis­closure of the depreciation method or methods used.
.02 Because of the significant effects on financial position and results of operations of the depreciation method or methods used, the following disclosures should be made in the financial statements or in notes thereto:
a. Depreciation expense for the period,
b. Balances of major classes of depreciable assets, by nature or function, at the balance-sheet date,
c. Accumulated depreciation, either by major classes of depreciable assets or in total, at the balance- sheet date, and
d. A general description of the method or methods used in computing depreciation with respect to major classes of depreciable assets.
Section 2043
APB Accounting Principles § 2043.02
1 3 5 4
Classification and Disclosure 
of Allowances
Effective for fiscal periods beginning after December 31, 1967, unless otherwise indicated
.01 Although it is generally accepted that accumu­lated allowances for depreciation and depletion and asset valuation allowances for losses such as those on receivables and investments should be deducted from the assets to which they relate, there are instances in which these al­lowances are shown among liabilities or elsewhere on the credit side of the balance sheet.
.02 It is the Board’s opinion that such allowances should be deducted from the assets or groups of assets to which the allowances relate, with appropriate disclosure.
Section 2044
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Consolidated Financial 
Statements
Section 2051
Issue date, unless otherwise indicated: August, 1959
.01 Earned surplus of a subsidiary company created prior to acquisition does not form a part of the consolidated earned surplus of the parent company and subsidiaries; nor can any dividend declared out of such surplus properly be credited to the income account of the parent company.1
PURPOSE OF CONSOLIDATED STATEMENTS.02 The purpose of consolidated statements is to present, primarily for the benefit of the shareholders and creditors of the parent company, the results of operations and the financial position of a parent company and its subsidiaries essentially as if  the group were a single com­pany with one or more branches or divisions. There is a presumption that consolidated statements are more mean­ingful than separate statements and that they are usually necessary for a fair presentation when one of the companies in the group directly or indirectly has a controlling financial interest in the other companies.
CONSOLIDATION POLICY.03 The usual condition for a controlling financial interest is ownership of a majority voting interest, and, therefore, as a general rule ownership by one company, directly or indirectly, of over fifty per cent of the out­standing voting shares of another company is a condition pointing toward consolidation. However, there are ex­ceptions to this general rule. For example, a subsidiary should not be consolidated where control is likely to be temporary, or where it does not rest with the majority owners (as, for instance, where the subsidiary is in legal
1 The above rule was adopted by the membership of the Institute in 1934. It had been recommended in 1932 to the New York Stock Exchange by the Institute’s committee on cooperation with stock exchanges.
APB Accounting Principles § 2051.03
1452 Financial Statement Presentation
reorganization or in bankruptcy). There may also be situations where the minority interest in the subsidiary is so large, in relation to the equity of the shareholders of the parent in the consolidated net assets, that the presentation of separate financial statements for the two companies would be more meaningful and useful. However, the fact that the subsidiary has a relatively large indebtedness to bondholders or others is not in itself a valid argument for exclusion of the subsidiary from consolidation. (Also, see section 1081 for the treatment of foreign subsidiaries.)
.04 In deciding upon consolidation policy, the aim should be to make the financial presentation which is most meaningful in the circumstances. The reader should be given information which is suitable to his needs, but he should not be burdened with unnecessary detail. Thus, even though a group of companies is heterogeneous in character, it may be better to make a full consolidation than to present a large number of separate statements. On the other hand, separate statements or combined statements would be preferable for a subsidiary or group of subsid­iaries if  the presentation of financial information concern­ing the particular activities of such subsidiaries would be more informative to shareholders and creditors of the parent company than would the inclusion of such subsid­iaries in the consolidation. For example, separate state­ments may be required for a subsidiary which is a bank or an insurance company and may be preferable for a fi­nance company where the parent and the other subsidiaries are engaged in manufacturing operations.
.05 The Board is of the opinion that, in the prepara­tion of consolidated financial statements, the accounts of all subsidiaries (regardless of when organized or acquired) whose principal business activity is leasing property or facilities to their parents or other affiliates should be con­solidated. The Board believes that the “ equity” method, referred to in paragraph .22, which directs its emphasis primarily to recognizing results of operations of the enter­prise as a whole, is not adequate for fair presentation in the case of these subsidiaries because of the significance of their assets and liabilities to the consolidated financial
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position of the enterprise.2 [Effective for fiscal periods beginning after December 31, 1966—APB Opinion No. 10.]
.06 A difference in fiscal periods of a parent and a subsidiary does not of itself justify the exclusion of the subsidiary from consolidation. It ordinarily is feasible for the subsidiary to prepare, for consolidation purposes, statements for a period which corresponds with or closely approaches the fiscal period of the parent. However, where the difference is not more than about three months, it usually is acceptable to use, for consolidation purposes, the subsidiary’s statements for its fiscal period; when this is done, recognition should be given by disclosure or other­wise to the effect of intervening events which materially affect the financial position or results of operations.
.07 Consolidated statements should disclose the con­solidation policy which is being followed. In most cases this can be made apparent by the headings or other in­formation in the statements, but in other cases a footnote is required.
CONSOLIDATION PROCEDURE GENERALLY
.08 In the preparation of consolidated statements, intercompany balances and transactions should be elim­inated. This includes intercompany open account balances, security holdings, sales and purchases, interest, dividends, etc. As consolidated statements are based on the assump­tion that they represent the financial position and operating results of a single business enterprise, such statements should not include gain or loss on transactions among the companies in the group. Accordingly, any intercompany profit or loss on assets remaining within the group should be eliminated; the concept usually applied for this purpose is gross profit or loss. (See also paragraph .19.) However, in a regulated industry where a parent or subsidiary manufactures or constructs facilities for other companies 1
2 The Board is giving further consideration to the accounting treatment of lease transactions. In the meantime, it has deferred expressing an opinion on the inclusion in consolidated financial statements of companies organized in connection with leasing transactions in which the equity interest, usually nominal at the time of organization, is held by third parties, but in which the principal lessee, through options or by similar devices, possesses or has the power to obtain the economic benefits of ownership from the lease arrangements. (This deferment does not affect the applicability of section 5351.12.)
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in the consolidated group, the foregoing is not intended to require the elimination of intercompany profit to the extent that such profit is substantially equivalent to a reasonable return on investment ordinarily capitalized in accordance with the established practice of the industry.
ELIMINATION OF INTERCOMPANY INVESTMENTS
.09 Where the cost to the parent of the investment in a purchased3 subsidiary exceeds the parent’s equity in the subsidiary’s net assets at the date of acquisition, as shown by the books of the subsidiary, the excess should be dealt with in the consolidated balance sheet according to its nature. In determining the difference, provision should be made for specific costs or losses which are expected to be incurred in the integration of the operations of the subsidiary with those of the parent, or otherwise as a result of the acquisition, if  the amount thereof can be reasonably determined. To the extent that the difference is considered to be attributable to tangible assets and specific intangible assets, such as patents, it should be allocated to them. Any difference which cannot be so applied should be shown among the assets in the consolidated balance sheet under one or more appropriately descriptive captions. When the difference is allocated to depreciable or amortizable assets, depreciation and amortization policies should be such as to absorb the excess over the remaining life of related assets. For subsequent treatment of intangibles, see sec­tion 5141.
.10 In general, parallel procedures should be followed in the reverse type of case. Where the cost to the parent is less than its equity in the net assets of the purchased subsidiary, as shown by the books of the subsidiary at the date of acquisition, the amount at which such net assets are carried in the consolidated statements should not exceed the parent’s cost. Accordingly, to the extent that the difference, determined as indicated in paragraph .09 is considered to be attributable to specific assets, it  should be allocated to them, with corresponding adjustments of the depreciation or amortization. In unusual circumstances there may be a remaining difference which it would be
3 See section 1091 for the difference in treatment between a purchase and a pooling of interests.
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acceptable to show in a credit account, which ordinarily would be taken into income in future periods on a reason­able and systematic basis. A procedure sometimes followed in the past was to credit capital surplus with the amount of the excess; such a procedure is not now considered acceptable.
.11 The earned surplus or deficit of a purchased4 subsidiary at the date of acquisition by the parent should not be included in consolidated earned surplus.
.12 When one company purchases two or more blocks of stock of another company at various dates and eventually obtains control of the other company, the date of acquisition (for the purpose of preparing consolidated statements) depends on the circumstances. If two or more purchases are made over a period of time, the earned surplus of the subsidiary at acquisition should generally be determined on a step-by-step basis; however, if small purchases are made over a period of time and then a purchase is made which results in control, the date of the latest purchase, as a matter of convenience, may be considered as the date of acquisition. Thus there would generally be included in consolidated income for the year in which control is ob­tained the postacquisition income for that year, and in consolidated earned surplus the postacquisition income of prior years, attributable to each block previously acquired. For example, if a 45% interest was acquired on October 1, 1957 and a further 30% interest was acquired on April 1, 1958, it would be appropriate to include in consolidated income for the year ended December 31, 1958, 45% of the earnings of the subsidiary for the three months ended March 31, and 75% of the earnings for the nine months ended December 31, and to credit consolidated earned surplus in 1958 with 45% of the undistributed earnings of the subsidiary for the three months ended December 31, 1957.
.13 When a subsidiary is purchased during the year, there are alternative ways of dealing with the results of its operations in the consolidated income statement. One 4
4 See section 1091 for the difference in treatment between a purchase and a pooling of interests.
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method, which usually is preferable, especially where there are several dates of acquisition of blocks of shares, is to include the subsidiary in the consolidation as though it had been acquired at the beginning of the year, and to deduct at the bottom of the consolidated income statement the preacquisition earnings applicable to each block of stock. This method presents results which are more indica­tive of the current status of the group, and facilitates future comparison with subsequent years. Another method of prorating income is to include in the consolidated statement only the subsidiary’s revenue and expenses subsequent to the date of acquisition.
.14 Where the investment in a subsidiary is disposed of during the year, it may be preferable to omit the details of operations of the subsidiary from the consolidated in­come statement, and to show the equity of the parent in the earnings of the subsidiary prior to disposal as a sep­arate item in the statement.
.15 Shares of the parent held by a subsidiary should not be treated as outstanding stock in the consolidated balance sheet.
MINORITY INTERESTS.16 The amount of intercompany profit or loss to be eliminated in accordance with paragraph .08 is not affected by the existence of a minority interest. The complete elimination of the intercompany profit or loss is consistent with the underlying assumption that consolidated state­ments represent the financial position and operating results of a single business enterprise. The elimination of the intercompany profit or loss may be allocated proportion­ately between the majority and minority interests.
.17 In the unusual case in which losses applicable to the minority interest in a subsidiary exceed the minority interest in the equity capital of the subsidiary, such excess and any further losses applicable to the minority interest should be charged against the majority interest, as there is no obligation of the minority interest to make good such losses. However, if future earnings do materialize, the majority interest should be credited to the extent of such losses previously absorbed.
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INCOME TAXES
.18 When separate income tax returns are filed, in­come taxes usually are incurred when earnings of sub­sidiaries are transferred to the parent. Where it is reasonable to assume that a part or all of the undistributed earnings of a subsidiary will be transferred to the parent in a taxable distribution, provision for related income taxes should be made on an estimated basis at the time the earnings are included in consolidated income, unless these taxes are immaterial in amount when effect is given, for example, to dividend-received deductions or foreign-tax credits. There is no need to provide for income tax to the parent company in cases where the income has been, or there is evidence that it will be, permanently invested by the subsidiaries, or where the only likely distribution would be in the form of a tax-free liquidation.
.19 If income taxes have been paid on intercompany profits on assets remaining within the group, such taxes should be deferred. [As amended, effective for fiscal periods beginning after December 31, 1967, by APB Opinion No. 11.]
STOCK DIVIDENDS OF SUBSIDIARIES.20 Occasionally, subsidiary companies capitalize earned surplus arising since acquisition, by means of a stock dividend or otherwise. This does not require a transfer to capital surplus on consolidation, inasmuch as the re­tained earnings in the consolidated financial statements should reflect the accumulated earnings of the consolidated group not distributed to the shareholders of, or capitalized by, the parent company.
UNCONSOLIDATED SUBSIDIARIES IN 
CONSOLIDATED STATEMENTS 5.21 Paragraph .02 states that “ There is a presump­tion that consolidated statements . . . are usuallynecessary for a fair presentation when one of the companies in the group directly or indirectly has a controlling financial interest in the other companies.” The usefulness of con­solidated financial statements has been amply demonstrated by the widespread acceptance of this form of financial *
5As amended, effective for fiscal periods beginning after December 31,1966, by APB Opinion No. 10.
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reporting. A research study on the broader subject of accounting for intercorporate investments is now in process which will encompass the matters covered in this section. Pending consideration of that study the Board has adopted the following conclusions.
.22 If, in consolidated financial statements, a do­mestic subsidiary is not consolidated,6 the Board’s opinion is that, unless circumstances are such as those referred to in paragraph .03, the investment in the subsidiary should be adjusted for the consolidated group’s share of accumu­lated undistributed earnings and losses since acquisition.7 This practice is sometimes referred to as the “ equity” method. In reporting periodic consolidated net income, the earnings or losses of the unconsolidated domestic sub­sidiary (or group of subsidiaries) should generally be presented as a separate item.8 The amount of such earnings or losses should give effect to amortization, if appropriate, of any difference between the cost of the investment and the equity in net assets at date of acquisition and to any elimination of intercompany gains or losses that would have been made had the subsidiary been consolidated. If desired, dividends received by members of the consolidated group from the unconsolidated subsidiary may be shown parenthetically or by footnote. (See also paragraph .25, which relates to disclosure of assets and liabilities of un­consolidated subsidiaries.)
6An accounting research study on the subject of foreign investments and operations is in process. The Board has deferred consideration of the treatment of foreign subsidiaries in consolidated financial statements until the study is published. In the meantime, the provisions of section 1081 continue in effect.The Board has also deferred consideration of the treatment of jointly owned (SO per cent or less) companies pending completion of the study on accounting for intercorporate investments.7 Cumulative undistributed earnings at the effective date (fiscal periods beginning after December 31, 1966) should be reflected, with a correspond­ing adjustment of retained earnings, and reported as a prior period ad­justment resulting from a retroactive change in the application of an accounting principle; where the results of operations of prior periods would be materially affected, they should be restated. See section 2010.24.8 Extraordinary items and prior period adjustments may require treatment in accordance with section 2010 if, on a consolidated basis, such items would be material in relation to consolidated net income. Thus, consolidated income before extraordinary items and consolidated net income would be the same as if the unconsolidated subsidiary were fully consolidated.§  2051.22 ©  1968, American Institute of Certified Public Accountants, Inc.
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.23 Except for domestic unconsolidated subsidiaries of the type referred to in paragraph .22, for which the equity method of accounting is required, there are two methods of dealing with unconsolidated subsidiaries in consolidated statements. Whichever method is adopted should be used for all such unconsolidated subsidiaries, subject to appropriate modification in special circum­stances. The preferable method, in the view of the com­mittee, is to adjust the investment through income currently to take up the share of the controlling company or com­panies in the subsidiaries’ net income or net loss, except where the subsidiary was excluded because of exchange restrictions or other reasons which raise the question of whether the increase in equity has accrued to the credit of the group.9 The other method, more commonly used at present, is to carry the investment at cost, and to take up income as dividends are received; however, provision should be made for any material impairment of the invest­ment, such as through losses sustained by the subsidiaries, unless it is deemed to be temporary. When the latter method is followed, the consolidated statements should dis­close, by footnote or otherwise, the cost of the investment in the unconsolidated subsidiaries, the equity of the con­solidated group of companies in their net assets, the divi­dends received from them in the current period, and the equity of the consolidated group in their earnings for the period; this information may be given in total or by individual subsidiaries or groups of subsidiaries.
.24 Whichever method of dealing with unconsolidated subsidiaries is followed, if there is a difference between the cost of the investment and the equity in net assets at the date of acquisition, appropriate recognition should be given to the possibility that, had the subsidiaries been consoli­dated, part of such difference would have been reflected in adjusted depreciation or amortization. Also, appropriate recognition should be given to the necessity for an adjust­ment for intercompany gains or losses on transactions with unconsolidated subsidiaries. If sales are made to uncon­solidated subsidiaries and the investment in the subsidiaries is carried at cost plus the equity in undistributed earnings,
* Supra.
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an elimination of unrealized intercompany gains and losses should be made to the same extent as if the subsidiaries were consolidated. The same applies where intercompany sales are made by the unconsolidated subsidiaries. If, however, the investment is carried at cost, it is not neces­sary to eliminate the intercompany gain on sales to such subsidiaries, if the gain on the sales does not exceed the unrecorded equity in undistributed earnings of the uncon­solidated subsidiaries. If such gain is material, it should be appropriately disclosed. Where the sales are made by the unconsolidated subsidiaries to companies included in the consolidated group, the intercompany gains or losses should be eliminated in arriving at the amount of the equity in the undistributed earnings of the unconsolidated sub­sidiaries which will be disclosed in a footnote or otherwise. (See paragraph .23.)
.25 Where the unconsolidated subsidiaries are, in the aggregate, material in relation to the consolidated financial position or operating results, summarized information as to their assets, liabilities and operating results should be given in the footnotes or separate statements should be presented for such subsidiaries, either individually or in groups, as appropriate.
COMBINED STATEMENTS
.26 To justify the preparation of consolidated state­ments, the controlling financial interest should rest directly or indirectly in one of the companies included in the consolidation. There are circumstances, however, where combined financial statements (as distinguished from con­solidated statements) of commonly controlled companies are likely to be more meaningful than their separate state­ments. For example, combined financial statements would be useful where one individual owns a controlling interest in several corporations which are related in their opera­tions. Combined statements would also be used to present the financial position and the results of operations of a group of unconsolidated subsidiaries. They might also be used to combine the financial statements of companies under common management.
.27 Where combined statements are prepared for a group of related companies, such as a group of uncon-
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solidated subsidiaries or a group of commonly controlled companies, intercompany transactions and profits or losses should be eliminated, and if there are problems in connec­tion with such matters as minority interests, foreign operations, different fiscal periods, or income taxes, they should be treated in the same manner as in consolidated statements.
PARENT-COMPANY STATEMENTS.28 In some cases parent-company statements may be needed, in addition to consolidated statements, to indicate adequately the position of bondholders and other creditors or preferred stockholders of the parent. Consolidating statements, in which one column is used for the parent company and other columns for particular subsidiaries or groups of subsidiaries, often are an effective means of presenting the pertinent information.
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Section 2061
Disclosure of Supplemental 
Financial Information by 
Diversified Companies
Issue date, unless otherwise indicated: September, 1967
STATEMENT OF THE ACCOUNTING PRINCIPLES BOARD
INTRODUCTION
.01 Increasing attention is being given to the question of whether published reports of conglomerate companies should contain supplemental financial information con­cerning the activities of those segments of the business which are clearly separable into different industry lines.The term conglomerate is used popularly to describe a company that diversifies into distinctly different industries by acquisition or merger. The Board believes, however, that there is little distinction between industry diversifi­cation which arises by this method and industry diversifi­cation resulting from a company’s own internal develop­ment and expansion efforts. All of these companies will be referred to in this statement by the more descriptive term diversified companies.
.02 Disclosure of financial data relating to separable industry activities of a diversified company has not been considered essential for fair presentation of financial posi­tion and results of operations in conformity with generally accepted accounting principles. The Board recognizes, however, that financial reporting practices are not static and should be responsive to changes in the business en­vironment. The increase in industry diversification by business enterprises is one aspect of the changing business environment which indicates a need for reexamination of financial reporting practices.
.03 The Board believes it should consider financial reporting by diversified companies. Presently the Financial
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Executives Research Foundation is conducting a compre­hensive study on this subject, some interested organizations are releasing “ position ” papers and other organizations are publishing views of individual authors. Upon comple­tion and evaluation of these research activities and further study as may be deemed appropriate, the Board intends to issue a definitive pronouncement on the subject.
BACKGROUND.04 Unlike earlier merger movements, which were largely characterized as horizontal (companies joining with others in the same or related businesses) or vertical (com­panies joining with their suppliers or distributors into more integrated enterprises), the current merger activity has produced a significant number of business combinations which are neither horizontal nor vertical. Instead they represent the bringing together of companies in industries which are unrelated, or only slightly related.
.05 Many companies, also, have accomplished indus­try diversification through internally generated activities, including the acquisition in some cases of comparatively small companies in other industries as a means of obtaining specialized industry knowledge. Some companies have broken away from an industry pattern with which they were previously identified and have entered entirely differ­ent fields to reduce dependence on a single market.
NEEDS OF THE INVESTOR AND HIS ADVISORS.06 Another major development has been the signifi­cant growth in the number of investors, as well as the growth in number of companies whose shares are publicly traded. Prominent in this growth has been the substantial increase in securities held by institutional investors (mu­tual funds, pension funds, insurance companies, founda­tions, etc.) with an increased emphasis on the role of the financial analyst. Analysts have frequently asserted the need for information concerning revenues and operating results of segments of diversified companies and have re­quested that it be furnished when it is not disclosed in published financial reports. These requests are a reaction by the analyst to the loss of corporate identification with a specific industry which has accompanied the development of complex diversified companies.
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.07 The Board recognizes that such information may he useful for investors in appraising the past performance and future risks and prospects of diversified companies.
REPORTING PROBLEMS
.08 There appear to be few practical problems in­volved in determining sales or revenues for segments of a diversified company. However, determination of profit­ability by segments in a form suitable for reporting to investors raises many complex problems. Reporting profit­ability by segments may be practicable in those cases where the industry segments are relatively autonomous, rather than interdependent. There are many instances, however, where reporting on segments of a company’s activities would require many estimates, assumptions, and arbitrary allocations and might result in information that would not be meaningful and could be misleading to investors. This is especially true where joint costs are involved or arbitrary transfer prices are used between major segments of a company.
COMPETITIVE ASPECTS
.09 Concern has been expressed that supplemental financial information as to segments of the business may reveal valuable information to competitors and could be harmful to the company.
NEED FOR RESEARCH
.10 Before a definitive pronouncement can be made, the Board believes that substantial research is necessary to provide practical guidelines for determining the extent to which such supplemental information is, in fact:
(a) needed by investors;
(b) reliable for investment decisions;(c) not harmful to the company (that is, its present shareholders); and
(d) necessary for fair presentation of financial position and results of operations.
INTERIM RECOMMENDATION FOR DISCLOSURE
.11 For the present, the Board urges diversified
 companies to review their own circumstances carefully
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and objectively with a view toward disclosing voluntarily supplemental financial information as to industry segments of the business.
.12 An increasing trend by diversified companies to disclose such information is now evident. Specific examples of supplemental disclosures that are being made by some companies at the present time are as follows:
(a) Revenues by industry activity, or type of customer
(b) Revenues and profits by separable industry seg­ments
(c) Separate financial statements of segments of the business which operate autonomously and employ distinctly different types of capital structure, such as insurance or bank subsidiaries of merchandising or manufacturing companies
(d) Revenues by type of industry activity and type of customer, together with a general indication of the profitability of each category(e) Information that the operations of a segment of the enterprise are resulting in a loss, with or with­out disclosure of the amount of such loss.
CONCLUSION.13 The Board believes that the experience derived from voluntary disclosure efforts, together with the con­clusions to be derived from research activities and further study, should provide it with a sound basis for making a definitive pronouncement in the future on the need for, and extent of, disclosure of supplemental financial information by diversified companies.
NOTE.14 This Statement is not an “ Opinion of the Account­ing Principles Board” as contemplated in the Special Bulletin, Disclosure of Departures from Opinions of the Accounting Principles Board, October 1964. It is being issued as a special report for the information and assistance of members of the Institute and others interested in the subject. The Board may issue similar Statements in the future when it appears that preliminary analyses or ob­servations on accounting matters should be issued in ad­vance of research and study by the Board.
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Unrealized Profit
Issue date, unless otherwise indicated: 1934 1
.01 Unrealized profit should not be credited to in­come account of the corporation either directly or in­directly, through the medium of charging against such unrealized profits amounts which would ordinarily fall to be charged against income account. Profit is deemed to be realized when a sale in the ordinary course of busi­ness is effected, unless the circumstances are such that the collection of the sale price is not reasonably assured. An exception to the general rule may be made in respect of inventories in industries (such as packing-house in­dustry) in which owing to the impossibility of deter­mining costs it is a trade custom to take inventories at net selling prices, which may exceed cost. (See section 4020, Installment Method of Accounting, effective for fiscal periods beginning after December 31, 1966—APB Opinion No. 10.)
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1The above rule was adopted by the membership of the Institute in 1934. It had been recommended in 1932 to the New York Stock Exchange by the Institute’s committee on cooperation with stock exchanges.
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Installment Method 
of Accounting
Section 4020
Effective for fiscal periods beginning after December 31, 1966
.01 Section 4010 states that “ Profit is deemed to be realized when a sale in the ordinary course of business is effected, unless the circumstances are such that the collec­tion of the sale price is not reasonably assured." The Board reaffirms this statement; it believes that revenues should ordinarily be accounted for at the time a transac­tion is completed, with appropriate provision for uncol­lectible accounts. Accordingly, it concludes that, in the absence of the circumstances 1 referred to above, the in­stallment method of recognizing revenue is not acceptable.
  The next page is 2101.
1The Board recognizes that there are exceptional cases where re­ceivables are collectible over an extended period of time and, because of the terms of the transactions or other conditions, there is no reasonable basis for estimating the degree of collectibility. When such circumstances exist, and as long as they exist, either the installment method or the cost recovery method of accounting may be used. (Under the cost recovery method, equal amounts of revenue and expense are recognized as collections are made until all costs have been recovered, postponing any recognition of profit until that time.)
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Long-Term Construction-Type 
Contracts
Section 4031
Issue date, unless otherwise indicated: October, 1955
.01 This section is directed to the accounting prob­lems in relation to construction-type contracts in the case of commercial organizations engaged wholly or partly in the contracting business. It does not deal with cost-plus- fixed-fee contracts, which are discussed in section 4041, other types of cost-plus-fee contracts, or contracts such as those for products or services customarily billed as shipped or rendered. In general the type of contract here under consideration is for construction of a specific project. While such contracts are generally carried on at the job site, the section would also be applicable in appropriate cases to the manufacturing or building of special items on a contract basis in a contractor’s own plant. The problems in accounting for construction-type contracts arise particularly in connection with long-term contracts as compared with those requiring relatively short periods for completion.
.02 Considerations other than those acceptable as a basis for the recognition of income frequently enter into the determination of the timing and amounts of interim billings on construction-type contracts. For this reason, income to be recognized on such contracts at the various stages of performance ordinarily should not be measured by interim billings.
GENERALLY ACCEPTED METHODS.03 Two accounting methods commonly followed by contractors are the percentage-of-completion method and the completed-contract method.
Percentage-of-Completion Method.04 The percentage-of-completion method recognizes income as work on a contract progresses. The committee
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recommends that the recognized income be that percentage of estimated total income, either:
(a) that incurred costs to date bear to estimated total costs after giving effect to estimates of costs to complete based upon most recent information, or(b) that may be indicated by such other measure of progress toward completion as may be appropri­ate having due regard to work performed.
Costs as here used might exclude, especially during the early stages of a contract, all or a portion of the cost of such items as materials and subcontracts if it appears that such an exclusion would result in a more meaningful periodic allocation of income.
.05 Under this method current assets may include costs and recognized income not yet billed, with respect to certain contracts; and liabilities, in most cases current liabilities, may include billings in excess of costs and recognized income with respect to other contracts.
.06 When the current estimate of total contract costs indicates a loss, in most circumstances provision should be made for the loss on the entire contract. If there is a close relationship between profitable and unprofitable   contracts, such as in the case of contracts which are parts of the same project, the group may be treated as a unit in determining the necessity for a provision for loss.
.07 The principal advantages of the percentage-of- completion method are periodic recognition of income cur­rently rather than irregularly as contracts are completed, and the reflection of the status of the uncompleted con­tracts provided through the current estimates of costs to complete or of progress toward completion.
.08 The principal disadvantage of the percentage-of- completion method is that it is necessarily dependent upon estimates of ultimate costs and consequently of currently accruing income, which are subject to the uncertainties frequently inherent in long-term contracts.
Completed-Contract Method.09 The completed-contract method recognizes income only when the contract is completed, or substantially so.
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Accordingly, costs of contracts in process and current billings are accumulated but there are no interim charges or credits to income other than provisions for losses. A contract may be regarded as substantially completed if remaining costs are not significant in amount.
.10 When the completed-contract method is used, it may be appropriate to allocate general and administrative expenses to contract costs rather than to periodic income.This may result in a better matching of costs and revenues than would result from treating such expenses as period costs, particularly in years when no contracts were com­pleted. It is not so important, however, when the contractor is engaged in numerous projects and in such circumstances it may be preferable to charge those expenses as incurred to periodic income. In any case there should be no excessive deferring of overhead costs, such as might occur if total overhead were assigned to abnormally few or abnormally small contracts in process.
.11 Although the completed-contract method does not permit the recording of any income prior to completion, provision should be made for expected losses in accordance with the well established practice of making provision for foreseeable losses. If there is a close relationship between profitable and unprofitable contracts, such as in the case of contracts which are parts of the same project, the group may be treated as a unit in determining the necessity for a provision for losses.
.12 When the completed-contract method is used, an excess of accumulated costs over related billings should be shown in the balance sheet as a current asset, and an excess of accumulated billings over related costs should be shown among the liabilities, in most cases as a current liability.If costs exceed billings on some contracts, and billings ex­ceed costs on others, the contracts should ordinarily be seg­regated so that the figures on the asset side include only those contracts on which costs exceed billings, and those on the liability side include only those on which billings exceed costs. It is suggested that the asset item be described as “ costs of uncompleted contracts in excess of related bill­ings” rather than as “ inventory” or “ work in process,” and that the item on the liability side be described as “ bill­ings on uncompleted contracts in excess of related costs.”
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.13 The principal advantage of the completed-con­tract method is that it is based on results as finally deter­mined, rather than on estimates for unperformed work which may involve unforeseen costs and possible losses.
.14 The principal disadvantage of the completed-con­tract method is that it does not reflect current performance when the period of any contract extends into more than one accounting period and under such circumstances it may result in irregular recognition of income.
Selection of Method.15 The committee believes that in general when esti­mates of costs to complete and extent of progress toward completion of long-term contracts are reasonably depend­able, the percentage-of-completion method is preferable. When lack of dependable estimates or inherent hazards cause forecasts to be doubtful, the completed-contract method is preferable. Disclosure of the method followed should be made.
COMMITMENTS.16 In special cases disclosures of extraordinary com­mitments may be required, but generally commitments to complete contracts in process are in the ordinary course of a contractor’s business and are not required to be dis­closed in a statement of financial position. They partake of the nature of a contractor’s business, and generally do not represent a prospective drain on his cash resources since they will be financed by current billings.
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Cost-Plus-Fixed-Fee
Contracts
Section 4041
Issue date, unless otherwise indicated: June, 1953
.01 This section deals with accounting problems arising under cost-plus-fixed-fee contracts, hereinafter re­ferred to as CPFF contracts.
SUMMARY STATEMENT
.02 Fees under CPFF contracts may be credited to income on the basis of such measurement of partial per­formance as will reflect reasonably assured realization. One generally acceptable basis is delivery of completed articles. The fees may also be accrued as they are billable, under the terms of the agreements, unless such accrual is not reasonably related to the proportionate performance of the total work or services to be performed by the contractor from inception to completion.
.03 Where CPFF contracts involve the manufacture and delivery of products, the reimbursable costs and fees are ordinarily included in appropriate sales or other rev­enue accounts. Where such contracts involve only services, or services and the supplemental erection of facilities, only the fees should ordinarily be included in revenues.
.04 Unbilled costs and fees under such contracts are ordinarily receivables rather than advances or inventory, but should preferably be shown separately from billed accounts receivable.
.05 Offsetting of government advances on CPFF con­tracts by, or against, amounts due from the government on such contracts is acceptable only to the extent that the advances may under the terms of the agreement be offset in settlement, and only if that is the treatment anticipated in the normal course of business transactions under the contract. In case of offset, the amounts offset should be adequately disclosed.
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DISCUSSION
.06 Contracts in the CPFF form are used (a) for the manufacture and delivery of various products, (b) for the construction of plants and other facilities, and (c) for management and other services. Under these agreements contractors are reimbursed at intervals for their expendi­tures and in addition are paid a specified fixed fee. Pay­ments on account of the fees (less 10% or other amount which is withheld until completion) are made from time to time as specified in the agreements, usually subject to the approval of the contracting officer. In most cases the amount of each payment is, as a practical matter, deter­mined by the ratio of expenditures made to the total esti­mated expenditures rather than on the basis of deliveries or on the percentage of completion otherwise determined.
.07 The agreements provide that title to all material applicable thereto vests in the government as soon as the contractor is reimbursed for his expenditures or, in some cases, immediately upon its receipt by the contractor at his plant even though not yet paid for. The contractor has a custodianship responsibility for these materials, but the government usually has property accountability officers at the plant to safeguard government interests.
.08 The contracts are subject to cancellation and ter­mination by the government, in which event the contractor is entitled to reimbursement for all expenditures made and an equitable portion of the fixed fee.
.09 The government frequently makes advances of cash as a revolving fund or against the final payment due under the agreement.
Major Accounting Problems
.10 There are a number of basic accounting problems common to all CPFF contracts. This section deals with the four most important, which are:
(a) When should fees under such contracts be included in the contractor’s income statement?
(b) What amounts are to be included in sales or rev­enue accounts?
(c) What is the proper balance-sheet classification of unbilled costs and fees?
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(d) What is the proper balance-sheet treatment of various items, debit and credit, identified with CPFF contracts?
(a) W h en  should  fe e s  under such contracts b e  inclu ded  in the co n ­
tra ctor’s incom e statem ent?
.11 It is recognized that income should be recorded and stated in accordance with certain accounting principles as to time and amount; that profit is deemed to be realized when a sale in the ordinary course of business is effected unless the circumstances are such that collection of the sales price is not reasonably assured; and that delivery of goods sold under contract is normally regarded as the test of realization of profit or loss.
.12 In the case of manufacturing, construction, or service contracts, profits are not ordinarily recognized until the right to full payment has become unconditional, i.e., when the product has been delivered and accepted, when the facilities are completed and accepted, or when the serv­ices have been fully and satisfactorily rendered. This accounting procedure has stood the test of experience and should not be departed from except for cogent reasons.
.13 It is, however, a generally accepted accounting procedure to accrue revenues under certain types of con­tracts and thereby recognize profits, on the basis of partial performance, where the circumstances are such that total profit can be estimated with reasonable accuracy and ulti­mate realization is reasonably assured. Particularly where the performance of a contract requires a substantial period of time from inception to completion, there is ample prece­dent for pro-rata recognition of profit as the work pro­gresses, if the total profit and the ratio of the performance to date to the complete performance can be computed reasonably and collection is reasonably assured. Depending upon the circumstances, such partial performance may be established by deliveries, expenditures, or percentage of completion otherwise determined. This rule is frequently applied to long-term construction and other similar con­tracts; it is also applied in the case of contracts involving deliveries in instalments or the performance of services. However, the rule should be dealt with cautiously and not applied in the case of partial deliveries and uncompleted
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contracts where the information available does not clearly indicate that a partial profit has been realized after making provision for possible losses and contingencies.
.14 CPFF contracts are much like the type of con­tracts upon which profit has heretofore been recognized on partial performance, and accordingly have at least as much justification for accrual of fee before final delivery as those cited. The risk of loss is practically negligible, the total profit is fairly definite, and even on cancellation, pro-rata profit is still reasonably assured.
.15 The basic problem in dealing with CPFF contracts is the measure of partial performance, i.e., whether fees thereunder should be accrued under the established rules as to partial deliveries or percentage of completion other­wise determined, or whether, in view of their peculiar terms with respect to part payments, the determination of amounts billable by continuous government audit, and the minimum of risk carried by the contractor, the fees should be accrued as they are billable.
.16 Ordinarily it is acceptable to accrue the fees as they become billable. The outstanding characteristic of CPFF contracts is reimbursement for all allowable costs, plus payment of a fixed fee for the contractor’s efforts. Delivery of the finished product may not have its usual legal significance because title passes to the government prior thereto and the contractor’s right to partial payment becomes unconditional in advance thereof; deliveries are not necessarily, under the terms of the agreement, evidence of the progress of the work or of the contractor’s perform­ance. Amounts billable indicate reasonably assured reali­zation, possibly subject to renegotiation, because of the absence of a credit problem and minimum risk of loss in­volved. The fee appears to be earned when allowable costs are incurred or paid and the fee is billable. Finally, accrual on the basis of amounts billable is ordinarily not a de­parture from existing rules of accrual on the basis of partial performance, but rather a distinctive application of the rule for determining percentage of completion.
.17 Judgment must be exercised in each case as to whether accrual of the fee when billable is preferable to accrual on the usual basis of delivery or of percentage of
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completion otherwise determined. While the approval of the government as to amounts billable would ordinarily be regarded as objective evidence, factors may exist which suggest an earlier or later accrual. Such factors include indications of substantial difference between estimated and final cost, as where preparatory or tooling-up costs were much more than estimated, raw material needs were greatly and unduly anticipated by advance purchases, or delays in delivery schedules or other circumstances suggest that costs are exceeding estimates. While such factors are nor­mally considered by the government and billings for fees may be temporarily adjusted to safeguard against too early proportionate payment, the contractor, in accruing income, should also consider them, particularly when any substan­tial lag exists between expenditures and billings and audit thereof. In such cases, the presumption may be that the fee will not be found to be billable when the charges are presented, and conservatism in accrual wi ll be necessary. Excess costs may be indicated in some cases to such an extent that accrual of fee before actual production would be unwise. Where such a situation exists the usual rule of deliveries or percentage of completion may be a pref­erable method of accruing the fee.
.18 There are further questions as to whether the fee may be accrued as it is billed rather than as it becomes billable and whether accrual should be on the basis of the full fee or the full fee less the amount withheld. As to the first question, it seems obvious that when accrual in relation to expenditures is otherwise suitable it should be on the basis of amounts billable, since such matters as cleri­cal delays in assembling data for billing should not affect the income statement. As to the second question, accrual on the basis of 100% of the fee is ordinarily preferable since, while payment of the balance depends on complete performance, such completion is to be expected under ordi­nary circumstances. Care must be exercised, of course, to provide for possible non-realization where there is doubt as to the collection of claimed costs or of the fee thereon.
(b ) W h at am ounts a re  to b e  inclu ded  in sa les  o r reven ue a cco u n ts?.19 This problem is whether sales or revenue as re­ported in the income statement should include reimburs-
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able costs and the fee, or the fee alone. The answer to this question depends upon the terms of the contract and upon judgment as to which method gives the more useful in­formation.
.20 Some CPFF contracts are service contracts under which the contractor acts solely in an agency capacity, whether in the erection of facilities or the management of operations. These appear to call for inclusion in the in­come statement of the fee alone. In the case of supply contracts, however, the contractor is more than an agent.For instance, he is responsible to creditors for materials and services purchased; he is responsible to employees for salaries and wages; he ordinarily uses his own facili­ties in carrying out his agreement; his position in many respects is that of an ordinary principal. In view of these facts, and the desirability of indicating the volume of his activities, it appears desirable to include reimbursable costs, as well as fees, in sales or revenues.
(c) What is the p ro p e r  ba la n ce-sh eet classification o f  unbilled  costs  
a n d  fe e ?
.21 The principal reason for the existence of unbilled costs at any date is the time usually required, after receipt of material or expenditures for labor, etc., to assemble data for billing. The right to bill usually exists upon expendi­ture or accrual, and that right unquestionably represents a receivable rather than an advance or inventory. There is nevertheless a difference in character between billed items and unbilled costs and distinction should be made between them on the balance sheet.
(d) W h a t is the p ro p e r  b a la n ce-sh eet treatm ent o f  various item s, d eb it  
a n d  cred it, identified with C P FF contracts?
.22 In statements of current assets and current lia­bilities, amounts due to and from the same person are ordi­narily offset where, under the law, they may be offset in the process of collection or payment. An advance received on a contract is, however, usually not offset unless it is definitely regarded as a payment on account of contract work in progress, in which event it will be shown as a de­duction from the related asset. An advance on a CPFF contract usually is made for the purpose of providing a revolving fund and is not ordinarily applied as a partial
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payment until the contract is completed or nears comple­tion. It therefore appears to be preferable to offset ad­vances on CPFF contracts against receivables in connection with the contracts only when it is expected that the ad­vances will be applied in payment of those particular charges. In any case, amounts offset should be clearly disclosed.
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Section 4042
Renegotiation
Issue date, unless otherwise indicated: June, 1953 1
.01 This section2 deals with certain aspects of the ac­counting for those government contracts and subcontracts which are subject to renegotiation.
.02 Where such contracts constitute a substantial part of the business done, the uncertainties resulting from the possibilities of renegotiation are usually such that appro­priate indication of their existence should be given in the financial statements.
.03 It is impossible to lay down general rules which can be applied satisfactorily in all cases. Here, as else­where in accounting, there must be an exercise of judg­ment which should be based on experience and on a clear understanding of the objective to be attained. That ob­jective is to present the fairest possible financial state­ments, and at the same time make clear any uncertainties that limit the significance of such statements.
.04 In keeping with the established accounting prin­ciple that provision should be made in financial statements for all liabilities, including reasonable estimates for lia­bilities not accurately determinable, provision should be made for probable renegotiation refunds wherever the amount of such refunds can be reasonably estimated. Thus, in cases where experience of the company or of comparable companies with renegotiation determinations is available and would make a reasonable estimate practicable, pro­vision in the income account for an estimated refund affecting the current year’s operations is called for. In cases in which a reasonable estimate cannot be made, as where the effect of a new or amended renegotiation act
1 The material included in this section was drawn primarily from ARB 43, Chapter 11, Section B, Renegotiation. Paragraph 8 of that bulletin was superseded by APB Opinion No. 11, effective for fiscal periods beginning after December 31, 1967.2 The comments in this section are considered to be applicable also to price redetermination estimated to result in retroactive price reduction.§ 4042.01 © 1968, American Institute of Certified Public Accountants, Inc.
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cannot be foretold within reasonable limits or where a company is facing renegotiation for the first time and no reliable precedent is available, disclosure of the inability, because of these circumstances, to determine renegotiation effects and of the consequent uncertainties in the financial statements is necessary.
.05 In addition to any provision made in the ac­counts, disclosure by footnote or otherwise may be re­quired as to the uncertainties, their significance, and the basis used in determining the amount of the provision, such as the prior years’ experience of the contractor or of similar contractors if their experience is available and is used, renegotiation discussions relating to the current year, etc. Such disclosure may be helpful in informing shareholders or other interested persons as to the com­pany’s status under the renegotiation law. It should also be recognized that, if conditions change, the results of a prior-year determination or settlement are not, in most cases, indicative of the amount probably refundable for the current year.
TREATMENT IN FINANCIAL STATEMENTS
.06 Provisions made for renegotiation refunds should be included in the balance sheet among the current lia­bilities.
.07 Accounting treatment in the income statement should conform to the concept that profit is deemed to be realized when a sale in the ordinary course of business is effected, unless the circumstances are such that collection of the sales price is not reasonably assured.3 Renegotia­tion refunds are commonly referred to as involving a refund of “ excessive profits” ; realistically, however, re­negotiation involves an adjustment of the original con­tract or selling price. Since a provision for renegotiation refund indicates that the collection, or retention, of the selling price is not reasonably assured, the provision should preferably be treated in the income statement as a deduction from sales. Because of the interrelationship of renegotiation and taxes on income, the provision forsuch taxes should then be computed accordingly. *•__________ _________________
• See section 4010.
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RENEGOTIATION REFUNDS FOR PRIOR YEARS
.08 A further question arises where a renegotiation refund applicable to a particular year is made in an amount materially different from the provision made in the finan­cial statements originally issued for such year. The com­mittee recommends that the difference between the rene­gotiation refund and the provision therefor be shown in the current income statement, or as a prior period ad­justment, as appropriate. (See sections 2010.19-.23 and 2010.25.) [As amended, effective for fiscal periods begin­ning after December 31, 1966, by APB Opinion No. 9.]
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Section 4043
Terminated War and 
Defense Contracts
Issue date, unless otherwise indicated:June, 1953
.01 This section deals with problems involved in ac­counting for fixed-price war and defense supply contracts terminated, in whole or in part, for the convenience of the government. It does not deal specifically with terminated cost-plus-fixed-fee contracts nor with contracts for facili­ties or services. However, the conclusions reached herein may serve as guides for the accounting applicable to such special contracts. Terminations for default of the contrac­tor involve problems of a different nature and are not considered here.
.02 Except where the text clearly indicates otherwise, the term contractor is used to denote either a prime con­tractor or a subcontractor, and the term contract to denote either a prime contract or a subcontract.
SUMMARY STATEMENT
.03 The profit of a contractor on a fixed-price supply contract terminated for the convenience of the government accrues as of the effective date of termination.
.04 Those parts of the termination claim which are reasonably determinable should be included in financial statements after termination; when the total of the unde­terminable elements is believed to be material, full dis­closure of the essential facts should be made, by footnote or otherwise.
.05 Under ordinary circumstances the termination claim should be classified as a current asset and unless the amount is relatively small should be separately dis­closed.
.06 Advances received on the contract before its ter­mination may be shown in financial statements after termi­
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nation as a deduction from the claim receivable and should be appropriately explained. Loans negotiated on the se­curity of the termination claim, however, should be shown as current liabilities.
.07 All of the contractor’s own cost and profit ele­ments included in the termination claim are preferably accounted for as a sale and if material in amount should be separately disclosed. The costs and expenses chargeable to the claim may then be given their usual classification in the accounts.
.08 When inventory items whose costs are included in the termination claim are subsequently reacquired by the contractor the reacquisition value of those items should be recorded as a purchase and applied, together with other disposal credits, against the termination claim receivable.
.09 So called no-cost settlements—those in which the contractor waives the right to make a claim—result in no transaction which could be reflected in sales. The costs applicable to the contract may be given their usual classifi­cation in the accounts; the inventory retained should not be treated as a purchase but should be accounted for according to the usual methods and standards applicable to inventories.
DISCUSSION.10 Termination of war and defense contracts for the convenience of the government is a means of adjusting the production of materials to the varying requirements of the military services. Since terminations transfer active contracts in process of execution into claims in process of liquidation, they, like contract renegotiations and cost-plus- fixed-fee contracts, may have important effects on the financial statements of defense contractors.
When Profit Accrues
.11 An important problem involved in accounting for the effect of terminations is that of determining the time at which profit earned on the contract should be recognized. This problem is similar to that described in other sections on renegotiation and cost-plus-fixed-fee contracts in that it involves accrual at a specific date of an element of profit whose original measurement may be difficult and
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will require informed judgment, and whose final amount may not be determined until some future period.
.12 Three dates have been mentioned as dates for the determination of profit from terminated contracts:(a) the effective date of termination; (b) the date of final settlement; and (c) some intermediate date, such as that on which the claim is finally prepared or filed. The effec­tive date of termination is the date at which the contractor acquires the right to receive payment on the terminated portion of the contract. This date is also, of the three, the one most objectively determined.
.13 Under the accrual basis of accounting recogni­tion is given to revenues and expenses, to the fullest extent possible, in the period to which they relate. Profit on a contract of sale is ordinarily taken into account upon de­livery or performance. However, as stated in section 4041 it is a generally accepted accounting procedure to accrue revenues under certain types of contracts, and thereby recognize profits, on the basis of partial performance where the circumstances are such that total profit can be estimated with reasonable accuracy and ultimate reali­zation is reasonably assured. Thus, the accrual of profit under a cost-plus-fixed-fee contract is recognized as the fee becomes billable rather than when it is actually billed.Upon termination of a contract the contractor acquires a claim for fair compensation; the government reserves the option of acquiring any of the inventories for which the contractor makes claim under the terminated contract. Except to effect settlements and to protect and dispose of property, the expenses of which are reimbursable, the contractor need perform no further service under a terminated contract in order to enforce his claim. It fol­lows that any profit arising out of such a contract accrues at the effective date of termination and, if the amount can be reasonably ascertained, should be recorded at that time.
Determination of Claim
.14 Practical application of the accrual principle tothe accounting for terminated war and defense contractsrests upon the possibility of making a reasonable estimateof the amount of the termination claim before its final
 determination by settlement. This involves two principal
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considerations: (1) whether the costs of the contractor can be determined with reasonable accuracy and (2) whether the amount of profit to be realized can be estimated closely enough to justify inclusion in the accounts.
.15 The various acts and regulations, including a statement of principles for determining costs and certain termination cost memorandums, describe in general terms the costs and expenses which are to be taken into account in arriving at fair compensation, as well as certain costs which are not allowable, and establish uniform termination policies and procedures.
.16 While the total claim, and particularly the profit allowance, is subject to negotiation, the termination arti­cles provide for a formula settlement allowing definite per­centages of profit based on costs in the event of the failure of negotiations. This in effect fixes a minimum expecta­tion of profit allowance since the formula percentages have also been recognized by regulation as a basis of negoti­ating settlement in the event of failure by the parties to agree on any other basis. The same regulations give other guides for estimating a fair profit allowance, which in some cases may be greater than the amount computed by the formula percentages. When the contractor, because of lack of prior negotiation experience or uncertainty as to the application of the principles of these regulations to a particular case, is unable to determine a more appropri­ate profit allowance, he may accrue the minimum amount determined by the formula percentages.
.17 The profit to be included in the accounts of the contractor upon termination is the difference between (a) the amount of his recorded claim and (b) the total of the inventory, deferred and capitalized items, and other costs applicable to the terminated contract as they are currently included in his accounts. This profit may exceed the amount specified as profit in the claim because costs appli­cable to the terminated portion of the contract may be allowable in the claim even though they may have been properly written off as incurred in prior periods.
.18 In some cases it will be impossible to make a rea­sonable estimate of a termination claim in time for inclu-
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sion in the financial statements of the period in which the termination occurs. Effect may then be given in the state­ments to those parts of the termination claim which are de­terminable with reasonable certainty and disclosure made, by footnote or otherwise, of the status of the remainder.
.19 When the contractor’s claim includes items of known controversial nature it should be stated at the amount estimated to be collectible. When a particular termination claim or part thereof is so uncertain in amount that it cannot be reasonably estimated, it is preferable not to give effect to that part of the claim in the financial state­ments; but if the total of such undeterminable elements is material, the circumstances should be disclosed in state­ments issued before the removal of the uncertainty. In an extreme case involving undeterminable claims, consid­eration should be given to delaying the issuance of finan­cial statements until necessary data are available.
Presentation in Financial Statements.20 Termination has the effect of converting an ac­tive contract in process into a claim, or, from an account­ing standpoint, from inventories and other charges into an account receivable. This receivable arises in the regu­lar course of business; it is part of the working capital; and in view of the provisions made for financial assistance to the contractor during the period of termination, collec­tion in large part may be expected within a relatively short time. The termination claim should therefore be classified as a current asset, unless there is an indication of extended delay, such as serious disagreement pointing to probable liti­gation, which would exclude it from this classification.
.21 Although a claim may be composed of several elements representing reimbursable items of special equip­ment, deferred charges, inventories, and other items, as well as claims for profit, it is preferable to record the claim in one account. When the total of termination claims is material it should be disclosed separately from other re­ceivables. It is also desirable to segregate claims directly against the government from claims against other contrac­tors where the amounts are significant.
.22 To assure adequate financial assistance to con­tractors, the acts provide in some cases for partial pay-
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ments and in others for such payments or guaranteed loans from the effective date of termination until final settle­ment. Partial payments are, of course, to be recorded as reductions of the termination claim receivable. Termina­tion loans, on the other hand, are definite liabilities to third parties, even though guaranteed in whole or in part by the government, and accordingly should he shown in the balance sheet as liabilities, with appropriate cross-refer­ence to the related claim or claims. When a terminated contract is one on which advance payments had previously been received, the financial statements of the contractor issued before final collection of the claim ordinarily should reflect any balance of those advances disclosed as deduc­tions from the claim receivable.1 Financial statements is­sued before the termination claim is recorded should disclose, by footnote or otherwise, the relationship of such liabilities to a possible termination claim receivable.
.23 Ordinarily, a termination will result in the cessa­tion of a contractor’s activity through which materials or services have been supplied under the contract and of the related transactions which have been reflected in the con­tractor’s income accounts as sales and cost elements. In effect, termination policies and procedures provide a basis upon which the contractor’s costs in process may become the elements of a final sale under the terminated portion of the contract. Accordingly, the amount of the contrac­tor’s termination claim representing his cost and profit ele­ments should be treated as a sale and the costs and expenses chargeable to the claim given their usual classification in the income statement. Because these termination sales are of a special type, their financial results should not be ap­praised in the same manner as are those of regular sales and they should, if  material in amount, be separately disclosed in the income statement. Any items which the contractor chooses to retain without claim for cost or loss are, of course, not sold but remain as inventory or deferred charges in the contractor’s accounts.
Claims of Subcontractors.24 The term subcontractor’s claims as used in con­nection with terminated contracts refers to those obliga-
1 Sec section 4041.22.
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tions of a contractor to a subcontractor which arise from the subcontractor’s costs incurred through transactions which were related to the contract terminated but did not result in the transfer of billable materials or services to the contractor before termination. Other obligations of a contractor to a subcontractor, arising through transactions by which materials or services of the subcontractor are fur­nished or supplied to the contractor, are considered to be liabilities incurred in the ordinary course of business and are not included in the term claims of subcontractors.
.25 The termination articles provide that, following the termination of a contract, the contractor shall settle, with the approval or ratification of the contracting officer when necessary, all claims of subcontractors arising out of the termination; and that the contractor shall be paid, as part of his settlement, the cost of settling and paying claims arising out of the stoppage of work under subcontracts affected by the termination. While a contractor ordinarily is liable to his subcontractors or suppliers for such obliga­tions, the amounts due them are an element in his termina­tion claim and often are not paid to them until after his claim has been settled. He often has no control over the filing of subcontractors’ claims and may not know their amount until some time after the termination date or even until some time after he has filed and received pay­ment for his own claim.
.26 The possibility that a contractor may suffer loss through failure to recover the amount of his liability on sub­contractors’ claims arises principally from overcommit­ments, errors in ordering, and similar causes. Provision should be made in his accounts for losses of this charac­ter which are known or believed to be probable.
.27 Although the principle that liabilities may not be offset against assets in the financial statements is generally approved by accountants, there is no general agreement as to the accounting treatment to be accorded subcontrac­tors’ claims which are expected to be fully recoverable.To the extent that a subcontractor’s claim is considered to be unrecoverable no difference of opinion exists; the liability should be recorded and provision made for any contemplated loss. The difference of opinion relates to
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those subcontractors’ claims which are deemed to be fully recoverable.
.28 Some accountants believe that the effect of the various acts and regulations is to establish a relationship between the claims of subcontractors and the resulting right of the contractor under his own termination claim which differs from an ordinary commercial relationship and justifies their omission from the accounts. Recoverable subcontractors’ claims are thus said to be in the nature of contingent liabilities, which are customarily omitted from the accounts except where a loss is expected. Contingent liabilities may be disclosed in the financial statements without recording them as assets and liabilities, and even when they are recorded it is customary accounting prac­tice to show them on the balance sheet as deductions from the related contingent assets so that no effect upon finan­cial ratios and relationships results.
.29 Other accountants believe that the nature of an obligation to a subcontractor is that of an ordinary lia­bility, even though it may arise through the termination of a war or defense contract, and that the contractor’s termination claim receivable, although related to the sub­contractor’s claim, is to be accounted for independently as an asset. This group believes that all subcontractors’ claims, to the extent that they are reasonably ascertain­able, should be recorded in the accounts and displayed in the contractor’s balance sheet as current liabilities, and that the amounts recoverable by the contractor should be included in his termination claim receivable. To the ex­tent that the amounts of subcontractors’ claims are not reasonably determinable, disclosure by footnote or other­wise in the financial statements is believed to be adequate.
.30 Because of the merits and prevalence of these alternative views, the committee expresses no preference for either treatment and considers either to be acceptable.
Disposal Credits
.31 Disposal credits are amounts deducted from the contractor’s termination claim receivable by reason of his retention, or sale to outsiders, of some or all of the termi­nation inventory for which claim was made. In the case
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of items retained, either as scrap or for use by the con­tractor, the amount of the credit is determined by agree­ment between the contractor and a representative of the government. The sale of inventory items by the contrac­tor is likewise subject to approval by the government, ex­cept as permitted by regulation. Since the amount of the contractor’s termination claim, as already indicated, is properly recorded as a sale, any elements included in that claim for items of inventory retained by the contractor are, in effect, reacquired by him and should be treated as pur­chases at the agreed value. Amounts received for items sold to others with the approval of the government are col­lections for the account of the government and should be applied in reduction of the claim receivable. Obviously inventories or other items that are retained by the con­tractor after termination without claim for loss should not be included as an element of the termination claim.
No-Cost Settlements.32 A contractor whose contract is terminated may prefer to retain the termination inventory for use in other production or for disposal at his own risk. For these or other reasons the contractor may prefer to make no claim against the government or a higher-tier contractor. In the case of such no-cost settlements there is no sale of in­ventory or other items to the government and therefore no occasion to accrue any profit arising out of the termi­nation. The costs otherwise applicable to the contract should be given their usual treatment in the accounts. Items of inventory or other property retained, having been previously recorded, will, of course, require no charge to purchases but should be treated in accordance with the usual procedures applicable to such assets.
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Section 4051
Accounting tor Leases in 
Financial Statements 
of Lessors
Effective for fiscal periods beginning after December 31, 1966, unless otherwise indicated
INTRODUCTION
.01 This section sets forth the Board's views as to accounting for the revenue and expense related to, and the investment in, property leased to others. Because of the highly specialized problems involved, this section does not apply to lease agreements concerning natural resources such as oil, gas, timber and mineral rights.
.02 The principal accounting problems of lessors con­cern the allocation of revenue and expense to the account­ing periods covered by a lease. Although the lease typically establishes a schedule of rent to be received by the lessor, the treatment of this rent as revenue in the period of re­ceipt does not necessarily result in a fair measurement of the lessor's periodic income during the term of the lease.The allocation to accounting periods of acquisition and operating costs of the leased property and of costs of nego­tiating and closing the lease needs to be systematic, rational and consistent with the method of recognizing revenue. The description and classification in the balance sheet of the investment in leasing activities is also of importance.
DISCUSSION
Leasing Activities.03 Lessors may engage in leasing activities to accom­plish one or more objectives, such as: investing funds; facilitating the sale or use of the lessor's own manufactured product; retaining control of locations when it is desirable that the property be operated by others; and making avail­able to others property operated by the lessor for profit.Some lessors engage in leasing primarily or solely as a
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method of investing funds; some financing institutions specialize in leasing. On the other hand, some lessors en­gage in leasing as incidental to entirely different and relatively more significant business operations. Leasing activities of many lessors have both financing and operating characteristics to some degree, and some lessors have leas­ing activities of both types.1
Accounting Methods.04 There are two predominant methods in general use for allocating rental revenue and expenses over the accounting periods covered by a lease. These may be termed the “ financing’’ and the “ operating’’ methods.
.05 Financing method—Under the financing method, the excess of aggregate rentals over the cost (reduced by estimated residual value at the termination of the lease) of the leased property is generally designed to compensate the lessor for the use of the funds invested. Since this excess is in the nature of interest, it is recognized as reve­nue during the term of the lease in decreasing amounts related to the declining balance of the unrecovered invest­ment or, in other words, as an approximately level rate of return on funds not yet recovered. When rentals are level, this results in a decreasing percentage of each succeeding rental being accounted for as revenue and an increasing percentage as recovery of investment. This is comparable to the method followed by most lending institutions in accounting for level repayment plans.
.06 Operating method—Under the operating method, aggregate rentals are reported as revenue over the life of the lease. The amount of revenue to be recognized in each accounting period will ordinarily be equivalent to the amount of rent receivable according to the provisions of the lease unless distortion of periodic revenue would re­sult, e.g., when the rentals depart radically from a straight- line basis without relation to the economic usefulness of the leased property. The income statement reflects, as *
1A  comprehensive discussion of leasing will be found in Accounting Research Study No. 4, Reporting of Leases in Financial Statements by John H. Myers, published by the American Institute of Certified Public Ac­countants in 1962. (Accounting research studies are not statements of this Board or of the Institute, but are published for the purpose of stimulating discussion on important accounting issues.)
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expenses, depreciation of the leased property, maintenance and other related costs, as well as the cost of any other services rendered under the provisions of the lease. The amount of these expenses to be recognized in each account­ing period should be determined by methods which are appropriate in the circumstances and which are conven­tionally used for such expenses when incurred in activities other than leasing.
.07 Basis for selection—The objective of fairly stat­ing the lessor’s net income during each of the periods covered by the leasing activities is the most important consideration in differentiating between the use of the financing or operating methods (see paragraphs .13-.15 for a description of balance sheet presentations consistent with the method used in determining income). Pertinent factors in making the choice, among others, are the following: the nature of the lessor’s business activities; the specific ob­jectives of its leasing activities, including the relationship to other business activities of the lessor, if  any; the term of the lease in relation to the estimated useful life of the property; the existence of renewal or purchase options and the likelihood that the lessee will exercise them; provisions of the lease which indicate the extent to which the usual risks of ownership (e.g., obsolescence, unprofitable opera­tion, unsatisfactory performance, idle capacity, dubious residual value) or rewards of ownership (e.g., profitable operation, gain from appreciation in value at end of lease) rest with the lessor or the lessee.
.08 The financing method is generally appropriate for measuring periodic net income from leasing activities of entities engaged in, perhaps among other things, lending money at interest—e.g., lease-finance companies, banks, in­surance companies or pension funds. Lease agreements of institutions of this kind typically are designed to pass all or most of the usual ownership risks or rewards to the lessee, and to assure the lessor of, and generally limit him to, a full recovery of his investment plus a reasonable re­turn on the use of the funds invested, subject only to the credit risks generally associated with secured loans. Usu­ally, the financing method is similar to the method of ac­counting for revenue already in use for other lending activities of the institutions. The financing method is also
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appropriate for a leasing activity of an entity which is not identified as a financial institution, such as a manu­facturer, if the lease agreements have the characteristics described earlier in this paragraph.
.09 On the other hand, there are companies (e.g., the owner-operator of an office building, the lessor of automo­tive equipment on short-term leases—daily, weekly or monthly) which retain the usual risks or rewards of own­ership in connection with their leasing activity. They may also assume responsibilities for maintaining the leased property or furnishing certain related services which will give rise to costs to be incurred in the future. Rental reve­nues are designed to cover the costs of these services, depreciation and obsolescence, and to provide an adequate profit for assuming the risks involved. In these cases the operating method is appropriate for measuring periodic net income from leasing activities. The operating method is also appropriate if the leasing activity is an integral part of manufacturing, marketing or other operations of a busi­ness which generate revenues and costs which must be con­sidered along with revenues and costs from the leasing activities in arriving at appropriate methods for measuring the overall periodic net income (examples are leases of retail outlets with lease provisions deliberately made favor­able to induce lessee to handle lessor’s product and leases which generate significant servicing revenues and costs).The operating method likewise is appropriate for leasing activities for an otherwise strictly financing institution if such activities are characterized as set forth in this para­graph.
OPINION.10 The Board believes that the financing method of accounting, described in paragraph .05, should be used for lease financing activities of the type described in paragraph .08. The Board believes that the operating method, de­scribed in paragraph .06, should be used for leasing activi­ties of the type described in paragraph .09. If a single company engages in separate leasing activities of the types described in both paragraphs .08 and .09, the appropriate accounting method should be used for each type of leasing activity. Where a single lease has both financing and oper­ating characteristics to some degree, the determination of
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the appropriate accounting method should be made on the basis of which of the two methods described in paragraphs .05 and .06 will fairly reflect net income. In rare cases, a single lease may require the use of both methods to reflect fairly lessor’s net income; a condition precedent to this would be the ability initially to assign aggregate rentals to each of the financing and operating elements.
Initial Direct Costs.11 When initial direct costs of negotiating and clos­ing leases are reasonably expected to be recovered from revenues, these costs should preferably be deferred and allocated to future periods in which the related revenues are reported. In this context, “ initial direct” costs are those costs which are directly associated with consummat­ing the lease (e.g., commissions, legal fees, costs of investi­gating the lessee’s financial status and of preparing and processing documents). The method of allocation to future periods should be consistent with that used to recognize revenue under the financing or operating methods. How­ever, substantially the same net income would be reported under the financing method by expensing initial costs as incurred and recognizing as revenue in the same period, in addition to the normal revenue, a portion of the un­earned revenue equal to the initial costs; this method is also acceptable. When initial direct costs of a lessor are reasonably constant in relation to revenues, no practical objection can be raised to a practice of consistently ex­pensing these costs as incurred and recognizing revenue without compensating for initial costs.
Leasing by Manufacturers.12 When manufacturers use leases to assist in mar­keting products or services, the Board believes that the guidelines described in paragraphs .07, .08 and .09 indicate whether the financing or operating method is appropriate. Manufacturing revenues (amounts which would have been obtained in a regular sale or the discounted amount of future rentals whichever is lower), costs and profit should be determined at the time of entering into the lease and reported in the income statement of the lessor on the same basis as outright sales of similar manufactured property, provided all of these conditions are met: (a) credit risks
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are reasonably predictable, (b) the lessor does not retain sizable risks of ownership of the nature described in para­graph .07 and (c) there are no important uncertainties sur­rounding the amount of costs yet to be incurred or revenues yet to be earned under the lease. If any of these conditions is not met, manufacturing profit should be recognized, using the operating method, only as realized in the form of rental revenue over the term of the lease. If manufac­turing revenue is determined at the time of entering into the lease, the conditions described above having been met, the financing method should be used and the amount of the manufacturing revenue becomes the “ cost of the leased property’’ as that term is used in paragraph .05. When it is feasible to determine normal selling prices, then reve­nues, costs and trading profits of dealers and other middle­men should be recognized in the same manner and under the same conditions described above for manufacturers.
Reporting in Balance Sheet
.13 Amounts invested in leasing activities which are significant in relation to other resources or activities should be stated separately in a manner which best describes the nature of the investment. The investment in leasing activi­ties is neither a conventional loan or receivable, nor in the same category as facilities employed in typical manufactur­ing or commercial operations. The classification and de­scription of the investment should be appropriate in the circumstances and should depend upon whether the financ­ing or operating method of accounting is used.
.14 When the financing method is used, the aggre­gate rentals called for in the lease should be classified with or near receivables and a description used along the lines of “ receivables under contracts for equipment rentals” or “ contracts receivable for equipment rentals.” When a company is predominantly engaged in leasing activities for which the financing method is appropriate, information should be disclosed regarding future maturities of the ren­tals receivable. Unearned finance charges or interest (as defined in paragraph .05) included in the aggregate rentals should be shown as a deduction therefrom.2 Estimated residual value should be classified separately with or near
2 See section 2031.10.
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property, plant and equipment unless the residual value represents an amount expected to be collected from the lessee (e.g., when a favorable purchase option exists), in which case it should he classified with or near notes and accounts receivable. Thus, the investment is represented by the net rentals receivable plus the residual value. Re­ceivables under financing leases are subject to the same considerations as to current or noncurrent classification, where such segregation is appropriate in the balance sheet, as are assets resulting from other activities.3
.15 When the operating method is used, the invest­ment should be classified with or near property, plant and equipment and a description used along the lines of “ invest­ment in leased property,” “ property held for or under lease,” or “ property (equipment, buildings, machines, etc.) leased to others” ; accumulated allowances for depreciation and obsolescence should be shown as a deduction from the investment.
Disclosure
.16 In addition to an appropriate description in the balance sheet of the investment in property held for or under lease (see paragraphs .13-.15), the principal account­ing methods used in accounting for leasing activities should be disclosed. Further, where leasing is a substantial por­tion of a nonfinancing institution’s operations, the Board believes that financial statements should disclose sufficient information to enable readers to assess the significance of leasing activities to the company. Leases and leased prop­erty are also subject to the conventional disclosure require­ments affecting financial statements as, for example, disclosure of pledges of leased property and leases as security for loans.
Income Taxes
.17 When lease revenues or expenses are recognized for tax purposes in a period other than the one in which they are recognized for financial reporting, appropriate consideration should be given to allocation of income taxes among accounting periods.4 
* See section 2031.10.4 See section 4091.
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Relationship to Section 5351.18 The Board takes notice of a question that has been raised as to whether certain conclusions herein are inconsistent with conclusions in section 5351, Reporting of Leases in Financial Statements of Lessee—specifically, the question is whether leases accounted for on the financ­ing method by lessors should be capitalized by lessees. As indicated in paragraphs .02 and .07, the Board considers the principal accounting problem of lessors to be the allo­cation of revenue and expense to accounting periods cov­ered by the lease in a manner that meets the objective of fairly stating the lessor’s net income; the Board believes that this objective can be met by application of the financing method when the circumstances are as described in this section. As to the lessee, however, capitalization of leases, other than those which are in substance installment pur­chases of property, may not be necessary in order to state net income fairly since the amount of the lease rentals may represent a proper charge to income. There continues to be a question as to whether assets and the related obliga­tions should be reflected in the balance sheet for leases other than those that are in substance installment pur­chases. The Board will continue to give consideration to this question.
Prior Lease Agreements.19 Unless otherwise stated, Opinions of the Board are not intended to be retroactive. However, the Board believes that the conclusions as to disclosure in paragraphs .13-.16 should apply to lease agreements made prior as well as subsequent to the issuance of this section (May 1966).
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Section 4061
Compensation Involved in 
Stock Option and Stock 
Purchase Plans
Issue date, unless otherwise indicated: June, 19531
.01 The practice of granting to officers and other em­ployees options to purchase or rights to subscribe for shares of a corporation’s capital stock has been followed by a con­siderable number of corporations over a period of many years. To the extent that such options and rights involve a measurable amount of compensation, this cost of serv­ices received should he accounted for as such. The amount of compensation involved may be substantial and omission of such costs from the corporation’s accounting may result in overstatement of net income to a significant degree. Ac­cordingly, consideration is given herein to the accounting treatment of compensation represented by stock options or purchase rights granted to officers and other employees.1
.02 For convenience, this section will discuss primar­ily the problems of compensation raised by stock option plans. However, the committee feels that substantially the same problems may be encountered in connection with stock purchase plans made available to employees, and the dis­cussion below is applicable to such plans also.
1 Bulletin 37, “Accounting for Compensation in the Form of Stock Options,” was issued in November, 1948. Issuance of a revised bulletin in 1953 and its expansion to include stock purchase plans were prompted by the very considerable increase in the use of certain types of option and purchase plans following the enactment in 1950 of Section 130A of the Internal Revenue Code. This section granted specialized tax treatment to employee stock options if certain requirements were met as to the terms of the option, as to the circumstances under which the option was granted and could be exercised and as to the holding and disposal of the stock acquired thereunder. In general, the effect of Section 130A is to eliminate or mini­mize the amount of income taxable to the employee as compensation and to deny to the issuing corporation any tax deduction in respect of such restricted options. In 1951, the Federal Salary Stabilization Board issued rules and regulations relating to stock options and purchase rights granted to employees whereby options generally comparable in nature to the re­stricted stock options specified in Section 130A might be considered for its purposes not to involve compensation, or to involve compensation only in limited amounts.
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RIGHTS INVOLVING COMPENSATION
.03 Stock options involving an element of compensa­tion usually arise out of an offer or agreement by an em­ployer corporation to issue shares of its capital stock to one or more officers or other employees (hereinafter re­ferred to as grantees) at a stated price. The grantees are accorded the right to require issuance of the shares either at a specified time or during some determinable period. In some cases the grantee’s options are exercisable only if at the time of exercise certain conditions exist, such as that the grantee is then or until a specified date has been an employee. In other cases, the grantees may have under­taken certain obligations, such as to remain in the employ­ment of the corporation for at least a specified period, or to take the shares only for investment purposes and not for resale.
RIGHTS NOT INVOLVING COMPENSATION.04 Stock option plans in many cases may he intended not primarily as a special form of compensation but rather as an important means of raising capital, or as an induce­ment to obtain greater or more widespread ownership of the corporation’s stock among its officers and other em­ployees. In general, the terms under which such options are granted, including any conditions as to exercise of the options or disposal of the stock acquired, are the most sig­nificant evidence ordinarily available as to the nature and purpose of a particular stock option or stock option plan.In practice, it is often apparent that a particular option or plan involves elements of two or more of the above pur­poses. Where the inducements are not larger per share than would reasonably be required in an offer of shares to all shareholders for the purpose of raising an equiva­lent amount of capital, no compensation need be presumed to be involved.
.05 Stock purchase plans also are frequently an inte­gral part of a corporation’s program to secure equity capi­tal or to obtain widespread ownership among employees, or both. In such cases, no element of compensation need be considered to be present if the purchase price is not lower than is reasonably required to interest employees generally or to secure the contemplated funds.
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TIME OF MEASUREMENT OF COMPENSATION
.06 In the case of stock options involving compen­sation, the principal problem is the measurement of the compensation. This problem involves selection of the date as of which measurement of any element of compensation is to be made and the manner of measurement. The date as of which measurement is made is of critical importance since the fair value of the shares under option may vary materially in the often extended period during which the option is outstanding. There may be at least six dates to he considered for this purpose: (a) the date of the adop­tion of an option plan, (b) the date on which an option is  granted to a specific individual, (c) the date on which the grantee has performed any conditions precedent to ex­ercise of the option, (d) the date on which the grantee may first exercise the option, (e) the date on which the option is exercised by the grantee, and (f) the date on which the grantee disposes of the stock acquired.
.07 Of the six dates mentioned two are not relevant to the question considered in this section—cost to the cor­poration which is granting the option. The date of adop­tion of an option plan clearly has no relevance, inasmuch as the plan per se constitutes no more than a proposed course of action which is ineffective until options are granted thereunder. The date on which a grantee disposes of the shares acquired under an option is equally imma­terial since this date will depend on the desires of the indi­vidual as a shareholder and bears no necessary relation to the services performed.2
.08 The date on which the option is exercised has been advocated as the date on which a cost may be said to have been incurred. Use of this date is supported by the argument that only then will it  be known whether or not the option will be exercised. However, beginning with the time at which the grantee may first exercise the op­tion he is in effect speculating for his own account. His delay has no discernible relation to his status as an em­ployee but reflects only his judgment as an investor. *
* This is the date on which income or gain taxable to the grantee may arise under Section 130A. Use of this date for tax purposes is doubtless based on considerations as to the ability of the optionee to pay taxes prior to sale of the shares.
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.09 The date on which the grantee may first exercise the option will generally coincide with, but in some cases may follow, the date on which the grantee will have per­formed any conditions precedent to exercise of the option. Accordingly this date presents no special problems differ­ing from those to be discussed in the next paragraph.
.10 There remain to be considered the date on which an option is granted to a specific individual and the date on which the grantee has fulfilled any conditions prece­dent to exercise of the option. When compensation is paid in a form other than cash the amount of compensation is ordinarily determined by the fair value of the property which was agreed to be given in exchange for the serv­ices to be rendered. The time at which such fair value is to be determined may be subject to some difference of opinion but it appears that the date on which an option is granted to a specific individual would be the appropri­ate point at which to evaluate the cost to the employer, since it was the value at that date which the employer may be presumed to have had in mind. In most of the cases under discussion, moreover, the only important contingency involved is the continuance of the grantee in the employ­ment of the corporation, a matter very largely within the control of the grantee and usually the main objective of the grantor. Under such circumstances it may be assumed that if  the stock option were granted as a part of an em­ployment contract, both parties had in mind a valuation of the option at the date of the contract; and accordingly, value at that date should be used as the amount to be ac­counted for as compensation. If the option were granted as a form of supplementary compensation otherwise than as an integral part of an employment contract, the grantor is nevertheless governed in determining the option price and the number of shares by conditions then existing. It follows that it  is the value of the option at that time, rather than the grantee’s ultimate gain or loss on the transac­tion, which for accounting purposes constitutes whatever compensation the grantor intends to pay. The committee therefore concludes that in most cases, including situations where the right to exercise is conditional upon continued employment, valuation should be made of the option as of the date of grant.
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.11 The date of grant also represents the date on which the corporation foregoes the principal alternative use of the shares which it places subject to option, i.e., the sale of such shares at the then prevailing market price. Viewed in this light, the cost of utilizing the shares for purposes of the option plan can best be measured in rela­tion to what could then have been obtained through sale of such shares in the open market. However, the fact that the grantor might, as events turned out, have obtained at some later date either more or less for the shares in ques­tion than at the date of the grant does not bear upon the measurement of the compensation which can be said to have been in contemplation of the parties at the date the option was granted.
MANNER OF MEASUREMENT.12 Freely exercisable option rights, even at prices above the current market price of the shares, have been traded in the public markets for many years, but there is no such objective means for measuring the value of an op­tion which is not transferable and is subject to such other restrictions as are usually present in options of the nature here under discussion. Although there is, from the stand­point of the grantee, a value inherent in a restricted future right to purchase shares at a price at or even above the fair value of shares at the grant date, the committee be­lieves it is impracticable to measure any such value. As to the grantee any positive element may, for practical pur­poses, be deemed to be largely or wholly offset by the nega­tive effect of the restrictions ordinarily present in options of the type under discussion. From the viewpoint of the grantor corporation no measurable cost can be said to have been incurred because it could not at the grant date have realized more than the fair value of the optioned shares, the concept of fair value as here used encompassing the possibility and prospect of future developments. On the other hand, it follows in the opinion of the committee that the value to the grantee and the related cost to the corpo­ration of a restricted right to purchase shares at a price below the fair value of the shares at the grant date may for the purposes here under discussion be taken as the excess of the then fair value of the shares over the op­tion price.  
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.13 W hile market quotations of shares are an impor­tant and often a principal factor in  determining the fair value of shares, market quotations at a given date are not necessarily conclusive evidence.3 "Where significant mar­ket quotations cannot be obtained, other recognized meth­ods of valuation have to be used. Furthermore, in deter­mining the fair value of shares for the purpose of measur­ing the cost incurred by a corporation in the issuance of an option, it  is appropriate to take into consideration such modifying factors as the range of quotations over a rea­sonable period and the fact that the corporation by sell­ing shares pursuant to an option may avoid some or all of the expenses otherwise incurred in a sale of shares. The absence of a ready market, as in the case of shares of closely-held corporations, should also be taken into account and may require the use of other means of arriving at fair value than by reference to an occasional market quotation or sale of the security.
OTHER CONSIDERATIONS.14 If the period for which payment for services is being made by the issuance of the stock option is not spe­cifically indicated in the offer or agreement, the value of the option should be apportioned over the period of serv­ice for which the payment of the compensation seems ap­propriate in the existing circumstances. Accrual of the compensation over the period selected should be made by means of charges against the income account. Upon exer­cise of an option the sum of the cash received and the amount of the charge to income should be accounted for as the consideration received on issuance of the stock.
.15 In connection with financial statements, disclosure should be made as to the status of the option or plan at the end of the period of report, including the number of shares under option, the option price, and the number of shares as to which options were exercisable. As to op­tions exercised during the period, disclosure should be made of the number of shares involved and the option price thereof.
3 Whether treasury or unissued shares are to be used to fulfill the obli­gation is not material to a determination of value.
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Section 4062
Deferred Compensation 
Contracts
Effective for fiscal periods beginning after December 31, 1967, unless otherwise indicated
.01 Section 4063, Accounting for the Cost of Pension Plans, applies to deferred compensation contracts with in­dividual employees if such contracts, taken together, are equivalent to a pension plan. The Board believes that other deferred compensation contracts should be accounted for individually on an accrual basis. Such contracts cus­tomarily include certain requirements such as continued employment for a specified period and availability for consulting services and agreements not to compete after retirement, which, if  not complied with, remove the em­ployer’s obligations for future payments. The estimated amounts1 to be paid under each contract should be ac­crued in a systematic and rational manner over the period of active employment from the time the contract is en­tered into, unless it is evident that future services expected to be received by the employer are commensurate with the payments or a portion of the payments to be made. I f  elements of both current and future services are pres­ent, only the portion applicable to the current services should be accrued.
.02 Some deferred compensation contracts provide for periodic payments to employees or their surviving spouses for life with provisions for a minimum lump-sum settlement in the event of the early death of one or all of the benefi­ciaries. The estimated amount1 of future payments to be made under such contracts should be accrued over the pe­riod of active employment from the time the contract is entered into. Such estimates should be based on the life expectancy of each individual concerned (based on the most
1The amounts to be accrued periodically should result in an accrued amount at the end of the term of active employment which is not less than the then present value of the estimated payments to be made.
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recent mortality tables available) or on the estimated cost of an annuity contract rather than on the minimum pay­able in the event of early death.
.03 A t the effective date of this section, amounts1 pertaining to deferred compensation contracts with employ­ees actively employed, which amounts have not been ac­crued in a manner consistent with the provisions of the section, should be accrued over the employee’s remaining term of active employment. For purposes of transition, these amounts may be accrued over a period of up to ten years if  the remaining term of active employment is less than ten years.
1The amounts to be accrued periodically should result in an accrued amount at the end of the term of active employment which is not less than the then present value of the estimated payments to be made.
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Section 4063
Accounting for the Cost 
of Pension Plans
Effective for fiscal periods 
beginning after December 
31, 1966, unless otherwise 
indicated
INTRODUCTION.01 Pension plans have developed in an environment characterized by a complex array of social concepts and pressures, legal considerations, actuarial techniques, in­come tax laws and regulations, business philosophies, and accounting concepts and practices. Each plan reflects the interaction of the environment with the interests of the persons concerned with its design, interpretation and opera­tion. From these factors have resulted widely divergent practices in accounting for the cost of pension plans.
.02 An increased significance of pension cost in rela­tion to the financial position and results of operations of many businesses has been brought about by the substantial growth of private pension plans, both in numbers of em­ployees covered and in amounts of retirement benefits.The assets accumulated and the future benefits to em­ployees under these plans have reached such magnitude that changes in actuarial assumptions concerning pension fund earnings, employee mortality and turnover, retire­ment age, etc., and the treatment of differences between such assumptions and actual experience, can have important effects on the pension cost recognized for accounting pur­poses from year to year.
.03 In Accounting Research Bulletin No. 47, Account­ing for Costs of Pension Plans, the committee on accounting procedure stated its preferences that “ costs based on cur­rent and future services should be systematically accrued during the expected period of active service of the covered employees” and that “ costs based on past services should be charged off over some reasonable period, provided the
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allocation is made on a systematic and rational basis and does not cause distortion of the operating results in any one year.,, In recognition of the divergent views then existing, however, the committee also said ‘‘as a minimum, the accounts and financial statements should reflect accruals which equal the present worth, actuarially calculated, of pension commitments to employees to the extent that pen­sion rights have vested in the employees, reduced, in the case of the balance sheet, by any accumulated trusteed funds or annuity contracts purchased.,, The committee did not explain what was meant by the term “ vested” and did not make any recommendations concerning appro­priate actuarial cost methods or recognition of actuarial gains and losses.
.04 Despite the issuance of Accounting Research Bul­letin No. 47, accounting for the cost of pension plans has varied widely among companies and has sometimes resulted in wide year-to-year fluctuations in the provisions for pen­sion cost of a single company. Generally, companies have provided pension cost equivalent to the amounts paid to a pension fund or used to purchase annuities. In many cases such payments have included amortization of past service cost (and prior service cost arising on amendment of a plan) over periods ranging from about ten to forty years; in other cases the payments have not included amortization but have included an amount equivalent to interest (see definition of interest in section 4063B.27) on unfunded prior service cost. In some cases payments from year to year have varied with fluctuations in company earnings or with the availability of funds. In other cases payments have been affected by the Federal income tax rates in effect at a particular time. The recognition of actuarial gains and losses in the year of their determina­tion, or intermittently, has also caused year-to-year vari­ations in such payments.
.05 Because of the increasing importance of pensions and the variations in accounting for them, the Accounting Principles Board authorized Accounting Research Study No. 8, Accounting for the Cost of Pension Plans (referred to hereinafter as the “ Research Study” ). The Research Study was published in May 1965 by the American Institute
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of Certified Public Accountants and has been widely dis­tributed. The Board has carefully examined the recom­mendations of the Research Study and considered many comments and articles about it. The Board’s conclusions agree in most respects with, but differ in some from, those in the Research Study.
.06 The Board has concluded that this section is  needed to clarify the accounting principles and to narrow the practices applicable to accounting for the cost of pen­sion plans.
.07 The computation of pension cost for accounting purposes requires the use of actuarial techniques and judg­ment. Generally pension cost should be determined from a study by an actuary, giving effect to the conclusions set forth in this section. It should be noted that the actuarial cost methods and their application for accounting purposes may differ from those used for funding purposes. A dis­cussion of actuarial valuations, assumptions and cost meth­ods is included in section 4063A. The terminology used in this section to describe pension cost and actuarial cost methods is consistent with that generally used by actuaries and others concerned with pension plans. A Glossary of such terminology is included in section 4063B.
PENSION PLANS COVERED BY THIS SECTION.08 For the purposes of this section, a pension plan is an arrangement whereby a company undertakes to pro­vide its retired employees with benefits that can be deter­mined or estimated in advance from the provisions of a document or documents or from the company’s practices. Ordinarily, such benefits are monthly pension payments but, in many instances, they include death and disability pay­ments. However, death and disability payments under a separate arrangement are not considered in this section.The section applies both to written plans and to plans whose existence may be implied from a well-defined, al­though perhaps unwritten, company policy. A company’s practice of paying retirement benefits to selected em­ployees in amounts determined on a case-by-case basis at or after retirement does not constitute a pension plan under this section. The section applies to pension cost incurred outside the United States under plans that are reasonably
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similar to those contemplated by this section, when in­cluded in financial statements intended to conform with generally accepted accounting principles in the United States. The section applies to unfunded plans as well as to insured plans and trust fund plans. It applies to defined- contribution plans as well as to defined-benefit plans. It applies also to deferred compensation contracts with indi­vidual employees if  such contracts, taken together, are equivalent to a pension plan. It does not apply to deferred profit-sharing plans except to the extent that such a plan is, or is part of, an arrangement that is in substance a pen­sion plan.
BASIC ACCOUNTING METHOD
Discussion.09 This section is concerned with the determination of the amount of pension cost for accounting purposes. In considering the discussions and conclusions in this section, it is important to keep in mind that the annual pension cost to be charged to expense (“ the provision for pension cost” ) is not necessarily the same as the amount to be funded for the year. The determination of the amount to be funded is a financial matter not within the purview of this section.
.10 The pension obligations assumed by some com­panies are different from those assumed by other com­panies. In some plans the company assumes direct respon­sibility for the payment of benefits described in the plan.In these cases, if the pension fund is inadequate to pay the benefits to which employees are entitled, the company is liable for the deficiency. In contrast, the terms of most funded plans limit the company’s legal obligation for the payment of benefits to the amounts in the pension fund. In these cases, if  the pension fund is inadequate to pay the benefits to which employees are otherwise entitled, such benefits are reduced in a manner stated in the plan and the company has no further legal obligation.
.11 There is broad agreement that pension cost, in­cluding related administrative expense, should be accounted for on the accrual basis. There is not general agreement, however, about the nature of pension cost. Some view pen­sions solely as a form of supplemental benefit to employees in service at a particular time. Others see a broader pur­pose in pensions; they consider pensions to be in large part
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(a) a means of promoting efficiency by providing for the systematic retirement of older employees or (b) the ful­fillment of a social obligation expected of business enter­prises, the cost of which, as a practical matter, constitutes a business expense that must be incurred. Those who hold this second viewpoint associate pension cost, to a large extent, with the plan itself rather than with specific em­ployees. In addition, the long-range nature of pensions causes significant uncertainties about the total amount of pension benefits ultimately to be paid and the amount of cost to be recognized. These differences in viewpoint con­cerning the nature of pension cost, the uncertainties regard­ing the amount of the estimates, and the use of many actuarial approaches, compound the difficulty in reaching agreement on the total amount of pension cost over a long period of years and on the time to recognize any particular portion applicable to an employee or group of employees.It is only natural, therefore, that different views exist con­cerning the preferable way to recognize pension cost. The major views are described in the following four paragraphs.
.12 One view is that periodic pension cost should be provided on an actuarial basis that takes into account all estimated prospective benefit payments under a plan with respect to the existing employee group, whether such pay­ments relate to employee service rendered before or after the plan’s adoption or amendment, and that no portion of the provision for such payments should be indefinitely de­ferred or treated as though, in fact, it  did not exist. Those holding this view believe that the recurring omission of a portion of the provision, because of the time lag between making the provision and the subsequent benefit payments under a plan, is a failure to give accrual accounting recog­nition to the cost applicable to the benefits accrued over the service lives of all employees. Among those holding this view there is general agreement that cost relating to service following the adoption or amendment of a plan should be recognized ratably over the remaining service lives of em­ployees. There is some difference of opinion, however, concerning the period of time to use in allocating that por­tion of the cost which the computations under some actu­arial methods assign to employee service rendered before a plan’s adoption or amendment. As to this cost, (a) those
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viewing pensions as relating solely to the existing employee group believe that it should be accounted for over the re­maining service lives of those in the employ of the company at the time of the plan’s adoption or amendment, whereas(b) some of those holding the broader view of pensions, re­ferred to in paragraph .11, believe that this cost is associ­ated to a large extent with the plan itself and hence that the period of providing for it need not be limited to the remaining service lives of a particular group of employees but may be extended somewhat beyond that period. How­ever, this difference of opinion relates only to the period of time over which such cost should be provided.
.13 An opposing view stresses that pension cost is re­lated to the pension benefits to be paid to the continuing employee group as a whole. Those holding this view em­phasize that, in the application of accrual accounting, charges against income must be based on actual transac­tions and events—past, present or reasonably anticipated.They stress the long-range nature of pensions, referred to in paragraph .11, and emphasize the uncertainties con­cerning the total cost of future benefits. They point out that, in the great majority of cases, provision for normal cost plus an amount equivalent to interest on unfunded prior service cost will be adequate to meet, on a continuing basis, all benefit payments under a plan. Those holding this view believe that following the view expressed in para­graph .12 can result, over a period of years, in charging income with, and recording a balance-sheet accrual for, amounts that will not be paid as benefits. They see no reason therefore to urge employers to provide more than normal cost plus an amount equivalent to interest on un­funded prior service cost in these circumstances, because additional amounts never expected to be paid by a going concern are not corporate costs, and thus are not appro­priate charges against income. They acknowledge, how­ever, that corporations can and do make payments to pension funds for past and prior service cost, with the result that reductions will be effected in future charges for the equivalent of interest on unfunded amounts, but they consider this to be solely a matter of financial manage­ment rather than a practice dictated by accounting con­siderations.
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.14 In many pension plans, cost recorded on the basis described in paragraph .13 will accumulate an amount (whether funded or not) at least equal to the actuarially computed value of vested benefits (see definition of vested benefits in section 4063B.43). However, this result might not be achieved in some cases (for example, if the average age of the employee group is high in relation to that of expected future employee groups, or if  benefits vest at a relatively early age). Some hold the view that when peri­odic provisions are based on normal cost plus an amount equivalent to interest such periodic provisions should be increased if  they will not, within a reasonable period of time, accumulate an amount (whether funded or not) at least equal to the actuarially computed value of vested benefits. Others would require the increases in provisions only if  the company has a legal obligation for the payment of such benefits.
.15 Another view is that, if  the company has no re­sponsibility for paying benefits beyond the amounts in the pension fund, pension cost is discretionary and should be provided for a particular accounting period only when the company has made or has indicated its intent to make a contribution to the pension fund for the period. Others believe that pension cost is discretionary even if  the com­pany has a direct responsibility for the payment of benefits described in the plan.
Opinion.16 The Board recognizes that a company may lim it its legal obligation by specifying that pensions shall be pay­able only to the extent of the assets in the pension fund. Experience shows, however, that with rare exceptions pension plans continue indefinitely and that termination and other limitations of the liability of the company are not invoked while the company continues in business. Consequently, the Board believes that, in the absence of convincing evidence that the company will reduce or dis­continue the benefits called for in a pension plan, the cost of the plan should be accounted for on the assumption that the company will continue to provide such benefits. This assumption implies a long-term undertaking, the cost of which should be recognized annually whether of not funded.
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Therefore, accounting for pension cost should not be dis­cretionary.
.17 All members of the Board believe that the entire cost of benefit payments ultimately to be made should be charged against income subsequent to the adoption or amendment of a plan and that no portion of such cost should be charged directly against retained earnings. Differences of opinion exist concerning the measure of the cost of such ultimate payments. The Board believes that the approach stated in paragraph .12 is  preferable for measuring the cost of benefit payments ultimately to be made. However, some members of the Board believe that the approach stated in paragraph .13, in some cases with the modifica­tions described in paragraph .14, is more appropriate for such measurement. The Board has concluded, in the light of such differences in views and of the fact that ac­counting for pension cost is in a transitional stage, that the range of practices would be significantly narrowed if  pension cost were accounted for at the present time within lim its based on paragraphs .12, .13 and .14. Accordingly, the Board believes that the annual provision for pension cost should be based on an accounting method that uses an acceptable actuarial cost method (as defined in paragraphs .23 and .24) and results in a provision between the mini­mum and maximum stated below. The accounting method and the actuarial cost method should be consistently ap­plied from year to year.
a. Minimum. The annual provision for pension cost should not be less than the total of (1) normal cost,(2) an amount equivalent to interest on any unfunded prior service cost and (3) if indicated in the following sentence, a provision for vested benefits. A provision for vested benefits should be made if  there is an excess of the actuarially computed value of vested benefits (see definition of vested benefits in section 4063 B .43)1 over the total of (1) the pension fund and (2) any balance-sheet pension ac­cruals, less (3) any balance-sheet pension prepayments or deferred charges, at the end of the year, and such excess is hot at least 5 per cent less than the comparable excess
1The actuarially computed value of vested benefits would ordinarily be based on the actuarial valuation used for the year even though such valuation would usually be as of a date other than the balance sheet date.
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at the beginning of the year. The provision for vested benefits should be the lesser of (A) the amount, if  any, by which 5 per cent of such excess at the beginning of the year is more than the amount of the reduction, if  any, in such excess during the year or (B) the amount necessary to make the aggregate annual provision for pension cost equal to the total of (1) normal cost, (2) an amount equiva­lent to amortization, on a 40-year basis, of the past service cost (unless fully amortized), (3) amounts equivalent to amortization, on a 40-year basis, of the amounts of any increases or decreases in prior service cost arising on amend­ments of the plan (unless fully amortized) and (4) interest equivalents under paragraph .42 or .43 on the difference be­tween provisions and amounts funded.2
b. Maximum. The annual provision for pension cost should not be greater than the total of (1) normal cost, (2) 10 per cent of the past service cost (until fully amor­tized), (3) 10 per cent of the amounts of any increases or decreases in prior service cost arising on amendments of the plan (until fully amortized) and (4) interest equivalents under paragraph .42 or .43 on the difference between provi­sions and amounts funded. The 10 per cent limitation is considered necessary to prevent unreasonably large charges against income during a short period of years.
.18 The difference between the amount which has been charged against income and the amount which has been paid should be shown in the balance sheet as accrued or pre­paid pension cost. If the company has a legal obligation for pension cost in excess of amounts paid or accrued, the ex­cess should be shown in the balance sheet as both a liability and a deferred charge. Except to the extent indicated in the preceding sentences of this paragraph, unfunded prior service cost is not a liability which should be shown in the balance sheet.
ACTUARIAL COST METHODS
Discussion.19 A number of actuarial cost methods have been de­veloped to determine pension cost. These methods are de­signed primarily as funding techniques, but many of them *
2 For purposes of this sentence, amortization should be  computed as a level annual amount, including the equivalent of interest.
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are also useful in determining pension cost for accounting purposes. Pension cost can vary significantly, depending on the actuarial cost method selected; furthermore, there are many variations in the application of the methods, in the necessary actuarial assumptions concerning em­ployee turnover, mortality, compensation levels, pension fund earnings, etc., and in the treatment of actuarial gains and losses.
.20 The principal actuarial cost methods currently in use are described in section 4063A. These methods in­clude an accrued benefit cost method and several projected benefit cost methods.
a. Under the accrued benefit cost method (unit credit method), the amount assigned to the current year usually represents the present value of the increase in present employees ’ retirement benefits resulting from that year’s service. For an individual employee, this method re­sults in an increasing cost from year to year because both the present value of the annual increment in benefits and the probability of reaching retirement increase as the period to retirement shortens; also, in some plans, the retirement benefits are related to salary levels, which usually increase during the years. However, the aggregate cost for a total work force of constant size tends to increase only if the average age or average compensation of the entire work force increases.
b. Under the projected benefit cost methods (entry age normal, individual level premium, aggregate and at­tained age normal methods), the amount assigned to the current year usually represents the level amount (or an amount based on a computed level percentage of compensa­tion) that w ill provide for the estimated projected retire­ment benefits over the service lives of either the individual employees or the employee group, depending on the method selected. Cost computed under the projected benefit cost methods tends to be stable or to decline year by year, de­pending on the method selected. Cost computed under the entry age normal method is  usually more stable than cost computed under any other method.
.21 Some actuarial cost methods (individual level premium and aggregate methods) assign to subsequent
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years the cost arising at the adoption or amendment of a plan. Other methods (unit credit, entry age normal and attained age normal methods) assign a portion of the cost to years prior to the adoption or amendment of a plan, and assign the remainder to subsequent years. The portion of cost assigned to each subsequent year is called normal cost. At the adoption of a plan, the portion of cost assigned to prior years is called past service cost. At any later valu­ation date, the portion of cost assigned to prior years (which includes any remaining past service cost) is called prior service cost. The amount assigned as past or prior service cost and the amount assigned as normal cost vary depending on the actuarial cost method. The actuarial assignment of cost between past or prior service cost and normal cost is not indicative of the periods in which such cost should be recognized for accounting purposes.
.22 In some cases, past service cost (and prior serv­ice cost arising on amendment of a plan) is funded in total; in others it  is funded in part; in still others it is not funded at all. In practice, the funding of such cost is influenced by the Federal income tax laws and related regulations, which generally lim it the annual deduction for such cost to 10 per cent of the initial amount. There is no tax re­quirement that such cost be funded, but there are require­ments that effectively prohibit the unfunded cost from exceeding the total of past service cost and prior service cost arising on amendment of the plan. The practical effect of the tax requirements is that on a cumulative basis normal cost plus an amount equivalent to the interest on any unfunded prior service cost must be funded. Funding of additional amounts is therefore discretionary for income tax purposes. However, neither funding nor the income tax laws and related regulations are controlling for accounting purposes.
Opinion.23 To be acceptable for determining cost for account­ing purposes, an actuarial cost method should be rational and systematic and should be consistently applied so that it results in a reasonable measure of pension cost from year to year. Therefore, in applying an actuarial cost method that separately assigns a portion of cost as past or prior
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service cost, any amortization of such portion should be based on a rational and systematic plan and generally should result in reasonably stable annual amounts. The equivalent of interest on the unfunded portion may be stated separately or it may be included in the amortization; however, the total amount charged against income in any one year should not exceed the maximum amount described in paragraph .17.
.24 Each of the actuarial cost methods described in section 4063A, except terminal funding, is considered ac­ceptable when the actuarial assumptions are reasonable and when the method is applied in conformity with the other conclusions of this Opinion. The terminal funding method is not acceptable because it does not recognize pen­sion cost prior to retirement of employees. For the same reason, the pay-as-you-go method (which is not an actuarial cost method) is not acceptable. The acceptability of meth­ods not discussed herein should be determined from the guidelines in this and the preceding paragraph.
ACTUARIAL GAINS AND LOSSES
Discussion.25 Actuarial assumptions necessarily are based on estimates of future events. Actual events seldom coincide with events estimated; also, as conditions change, the as­sumptions concerning the future may become invalid. Ad­justments may be needed annually therefore to reflect actual experience, and from time to time to revise the actu­arial assumptions to be used in the future. These adjust­ments constitute actuarial gains and losses. They may be regularly recurring (for example, minor deviations between experience and actuarial assumptions) or they may be un­usual or recurring at irregular intervals (for example, substantial investment gains or losses, changes in the ac­tuarial assumptions, plant closings, etc.).
.26 In dealing with actuarial gains and losses, the primary question concerns the timing of their recognition in providing for pension cost. In practice, three methods are in u se; immediate-recognition, spreading and averag­ing. Under the immediate-recognition method (not ordi­narily used at present for net losses), net gains are applied to reduce pension cost in the year of occurrence or the
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following year. Under the spreading method, net gains or losses are applied to current and future cost, either through the normal cost or through the past service cost (or prior service cost on amendment). Under the averaging method, an average of annual net gains and losses, developed from those that occurred in the past with consideration of those expected to occur in the future, is applied to the normal cost.
.27 The use of the immediate-recognition method sometimes results in substantial reductions in, or the com­plete elimination of, pension cost for one or more years.For Federal income tax purposes, when the unit credit actuarial cost method is used, and in certain other instances, actuarial gains reduce the maximum pension-cost deduction for the year of occurrence or the following year.
.28 Unrealized appreciation and depreciation in the value of investments in a pension fund are forms of actu­arial gains and losses. Despite short-term market fluctua­tions, the overall rise in the value of equity investments in recent years has resulted in the investments of pension funds generally showing net appreciation. Although ap­preciation is not generally recognized at present in pro­viding for pension cost, it is sometimes recognized through the interest assumption or by introducing an assumed an­nual rate of appreciation as a separate actuarial assump­tion. In other cases, appreciation is combined with other actuarial gains and losses and applied on the immediate- recognition, spreading or averaging method.
.29 The amount of any unrealized appreciation to be recognized should also be considered. Some actuarial valu­ations recognize the full market value. Others recognize only a portion (such as 75 per cent) of the market value or use a moving average (such as a five-year average) to minimize the effects of short-term market fluctuations. Another method used to minimize such fluctuations is to recognize appreciation annually based on an expected long- range growth rate (such as 3 per cent) applied to the cost (adjusted for appreciation previously so recognized) of common stocks; when this method is used, the total of cost and recognized appreciation usually is not permitted to exceed a specified percentage (such as 75 per cent) of the market value. Unrealized depreciation is recognized in
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full or on a basis similar to that used for unrealized appreciation.
Opinion.30 The Board believes that actuarial gains and losses, including realized investment gains and losses, should be given effect in the provision for pension cost in a consistent manner that reflects the long-range nature of pension cost. Accordingly, except as otherwise indicated in paragraphs .31 and .33, actuarial gains and losses should be spread over the current year and future years or recognized on the basis of an average as described in paragraph .26. If this is not accomplished through the routine application of the method (for example, the unit credit method—see paragraph .27), the spreading or averaging should be ac­complished by separate adjustments of the normal cost re­sulting from the routine application of the method. Where spreading is accomplished by separate adjustments, the Board considers a period of from 10 to 20 years to be rea­sonable. Alternatively, an effect similar to spreading or averaging may be obtained by applying net actuarial gains as a reduction of prior service cost in a manner that re­duces the annual amount equivalent to interest on, or the annual amount of amortization of, such prior service cost, and does not reduce the period of amortization.
.31 Actuarial gains and losses should be recognized immediately if  they arise from a single occurrence not di­rectly related to the operation of the pension plan and not in the ordinary course of the employer’s business. An ex­ample of such occurrences is a plant closing, in which case the actuarial gain or loss should be treated as an adjust­ment of the net gain or loss from that occurrence and not as an adjustment of pension cost for the year. Another example of such occurrences is a merger or acquisition ac­counted for as a purchase, in which case the actuarial gain or loss should be treated as an adjustment of the purchase price. However, if  the transaction is accounted for as a pooling of interests, the actuarial gain or loss should gen­erally be treated as described in paragraph .30.
.32 The Board believes unrealized appreciation and depreciation should be recognized in the determination of the provision for pension cost on a rational and systematic
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basis that avoids giving undue weight to short-term market fluctuations (as by using a method similar to those referred to in paragraph .29). Such recognition should be given either in the actuarial assumptions or as described in para­graph .30 for other actuarial gains and losses. Ordinarily appreciation and depreciation need not be recognized for debt securities expected to be held to maturity and re­deemed at face value.
.33 Under variable annuity and similar plans the retirement benefits vary with changes in the value of a specified portfolio of equity investments. In these cases, investment gains or losses, whether realized or unrealized, should be recognized in computing pension cost only to the extent that they will not be applied in determining retire­ment benefits.
EMPLOYEES INCLUDED IN COST CALCULATIONS 
Discussion
.34 Under some plans employees become eligible for coverage when they are employed; other plans have re­quirements of age or length of service or both. Some plans state only the conditions an employee must meet to receive benefits but do not otherwise deal with coverage. Ordi­narily actuarial valuations exclude employees likely to leave the company within a short time after employment.This simplifies the actuarial calculations. Accordingly, ac­tuarial calculations ordinarily exclude employees on the basis of eligibility requirements and, in some cases, exclude covered employees during the early years of service.
.35 If provisions are not made for employees from the date of employment, pension cost may be understated.On the other hand, the effect of including all employees would be partially offset by an increase in the turnover assumption; therefore, the inclusion of employees during early years of service may expand the volume of the calcu­lations without significantly changing the provisions for pension cost.
Opinion.36 The Board believes that all employees who may reasonably be expected to receive benefits under a pension plan should be included in the cost calculations, giving ap-
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propriate recognition to anticipated turnover. As a practi­cal matter, however, when the effect of exclusion is not material it is appropriate to omit certain employees from  the calculations.
COMPANIES WITH MORE THAN ONE PLAN
Opinion.37 A company that has more than one pension plan need not use the same actuarial cost method for each one; however, the accounting for each plan should conform to this Opinion. If a company has two or more plans covering substantial portions of the same employee classes and if  the assets in any of the plans ultimately can be used in paying present or future benefits of another plan or plans, such plans may be treated as one plan for purposes of de­termining pension cost.
DEFINED-CONTRIBUTION PLANS
Opinion.38 Some defined-contribution plans state that con­tributions will be made in accordance with a specified for­mula and that benefit payments will be based on the amounts accumulated from such contributions. For such a plan the contribution applicable to a particular year should be the pension cost for that year.
.39 Some defined-contribution plans have defined bene­fits. In these circumstances, the plan requires careful analy­sis. When the substance of the plan is to provide the defined benefits, the annual pension cost should be determined in  accordance with the conclusions of this Opinion applicable to defined-benefit plans.
INSURED PLANS
Opinion.40 Insured plans are forms of funding arrangements and their use should not affect the accounting principles applicable to the determination of pension cost. Cost under individual policy plans is ordinarily determined by the in­dividual level premium method, and cost under group de­ferred annuity contracts is ordinarily determined by the unit credit method. Cost under deposit administration con­tracts, which operate similarly to trust-fund plans, may be
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determined on any of several methods. Some elements of pension cost, such as the application of actuarial gains (dividends, termination credits, etc.), may at times cause differences between the amounts being paid to the insurance company and the cost being recognized for accounting pur­poses. The Board believes that pension cost under insured plans should be determined in conformity with the conclu­sions of this section.
.41 Individual annuity or life insurance policies and group deferred annuity contracts are often used for plans covering small employee groups. Employers using one of these forms of funding exclusively do not ordinarily have ready access to actuarial advice in determining pension cost. Three factors to be considered in deciding whether the amount of net premiums paid is the appropriate charge to expense are dividends, termination credits and pension cost for employees not yet covered under the plan. Usually, the procedures adopted by insurance companies in arriving at the amount of dividends meet the requirements of para­graph .30; consequently, in the absence of wide year-to-year fluctuations such dividends should be recognized in the year credited. Termination credits should be spread or averaged in  accordance with paragraph .30. Unless the period from date of employment to date of coverage under the plan is so long as to have a material effect on pension cost, no provision need be made for employees expected to become covered under the plan. If such a provision is made, it  need not necessarily be based on the application of an actuarial cost method.
EFFECT OF FUNDING
Opinion
.42 This section is written primarily in terms of pen­sion plans that are funded. The accounting described ap­plies also to plans that are unfunded. In unfunded plans, pension cost should be determined under an acceptable ac­tuarial cost method in the same manner as for funded plans; however, because there is no fund to earn the assumed rate of interest, the pension-cost provision for the current year should be increased by an amount equivalent to the interest that would have been earned in the current year if the prior-year provisions had been funded.
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.43 For funded plans, the amount of the pension cost determined under this section may vary from the amount funded. When this occurs, the pension-cost provision for the year should be increased by an amount equivalent to interest on the prior-year provisions not funded or be de­creased by an amount equivalent to interest on prior-year funding in excess of provisions.
.44 A pension plan may become overfunded (that is, have fund assets in excess of all prior service cost assigned under the actuarial method in use for accounting purposes) as a result of contributions or as a result of actuarial gains. In determining provisions for pension cost, the effects of such overfunding are appropriately recognized in the cur­rent and future years through the operation of paragraph .30 or .43. As to a plan that is overfunded on the effective date of this section see paragraph .48.
INCOME TAXES
Opinion.45 When pension cost is recognized for tax pur­poses in a period other than the one in which recognized for financial reporting, appropriate consideration should be given to allocation of income taxes among accounting periods. (See section 4091.)
DISCLOSURE
Opinion.46 The Board believes that pension plans are of suffi­cient importance to an understanding of financial posi­tion and results of operations that the following disclosures should be made in financial statements or their notes:
1. A statement that such plans exist, identifying or describing the employee groups covered.
2. A statement of the company’s accounting and funding policies.
3. The provision for pension cost for the period.
4. The excess, if  any, of the actuarially computed value of vested benefits over the total of the pension fund and any balance-sheet pension accruals, less any pension prepayments or de­ferred charges.
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5. Nature and effect of significant matters affect­ing comparability for all periods presented, such as changes in accounting methods (ac­tuarial cost method, amortization of past and prior service cost, treatment of actuarial gains and losses, etc.), changes in circumstances (actuarial assumptions, etc.), or adoption or amendment of a plan.
An example of what the Board considers to be appropriate disclosure is as follows:
The company and its subsidiaries have several pension plans covering substantially all of their employees, including certain employees in foreign countries. The total pension expense for the yearwas $---------- -— ---- --------- , which includes, as tocertain of the plans, amortization of prior service cost over periods ranging from 25 to 40 years. The company’s policy is to fund pension cost accrued.The actuarially computed value of vested benefitsfor all plans as of December 31, 19____, exceededthe total of the pension fund and balance-sheet accruals less pension prepayments and deferredcharges by approximately $______________ _ __ Achange during the year in the actuarial cost method used in computing pension cost had the effect of reducing net income for the year by approximately $.---------------------
CHANGES IN ACCOUNTING METHOD
Opinion
.47 On occasion a company may change its method of accounting for pension cost from one acceptable method under this section to another. Such a change might be a change in the actuarial cost method, in the amortization of past and prior service cost, in the treatment of actuarial gains and losses, or in other factors. When such a change is made subsequent to the effective date of this section, a question arises about the accounting for the difference be­tween the cost actually provided under the old method and the cost that would have been provided under the new method. The Board believes that pension cost provided under an acceptable method of accounting in prior periods should not be changed subsequently. Therefore, the effect on prior-year cost of a change in accounting method should be applied prospectively to the cost of the current year and
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future years, in a manner consistent with the conclusions of this section, and not retroactively as an adjustment of retained earnings or otherwise. The change and its effect should be disclosed as indicated in paragraph .46.
TRANSITION TO RECOMMENDED PRACTICES
Opinion.48 For purposes of this section, any unamortized prior service cost (computed under the actuarial cost method to be used for accounting purposes in the future) on the effective date of this section may be treated as though it arose from an amendment of the plan on that date rather than on the actual dates of adoption or amendment of the plan. If the pension plan is overfunded (see para­graph .44) on the effective date of this section, the amount by which it is overfunded (computed under the actuarial cost method to be used for accounting purposes in the future) should be treated as an actuarial gain realized on that date and should be accounted for as described in para­graph .30.
.49 The effect of any changes in accounting methods made as a result of the issuance of this section should be applied prospectively to the cost of the current year and future years in a manner consistent with the conclusions of this section, and not retroactively by an adjustment of retained earnings or otherwise. The change and its effect should be disclosed as indicated in paragraph .46.
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Section 4063A
Accounting for the Cost 
of Pension Plans—
Appendix A
ACTUARIAL VALUATIONS, ASSUMPTIONS AND 
COST METHODS 
ACTUARIAL VALUATIONS.01 An actuarial valuation of a pension plan is the process used by actuaries for determining the amounts an employer is to contribute (pay, fund) under a pension plan (except where an insured arrangement calls for payment of specified premiums). A valuation is made as of a specific date, which need not coincide with the end of the period for which a payment based on the valuation will be made. In­deed, it is uncommon for such a coincidence of dates to exist. Among other factors, a time lag is necessary in order to compile the data and to permit the actuary to make the necessary calculations. Although annual valuations are, perhaps, the rule, some employers have valuations made at less frequent intervals, in some cases as infrequently as every five years. The calculations are made for a closed group — ordinarily, employees presently covered by the plan, former employees having vested rights and retired employees currently receiving benefits.
.02 An initial step in making a valuation is to deter­mine the present value on the valuation date of benefits to be paid over varying periods of time in the future to em­ployees after retirement (plus any other benefits under the plan). An actuarial cost method (see description in a later section of this Appendix) is then applied to this present value to determine the contributions to be made by the employer.
.03 The resulting determinations are estimates, since in making a valuation a number of significant uncertainties concerning future events must be resolved by making sev­eral actuarial assumptions.
N o t e : For further discussion see Appendix C of Accounting Research Study No. 8, Accounting for the Cost of Pension Plans by Ernest L. Hicks, CPA, published by the American Institute of Certified Public Accountants in 1965.
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ACTUARIAL ASSUMPTIONS
.04 The uncertainties in estimating the cost of a pen­sion plan relate to (1) interest (return on funds invested),(2) expenses of administration and (3) the amounts and timing of benefits to be paid with respect to presently re­tired employees, former employees whose benefits have vested and present employees.
Interest (Return on Funds Inves ted).05 The rate of interest used in an actuarial valuation is an expression of the average rate of earnings that can he expected on the funds invested or to he invested to provide for the future benefits. Since in most instances the invest­ments include equity securities as well as debt securities, the earnings include dividends as well as interest; gains and losses on investments are also a factor. For simplicity, however, the rate is ordinarily called the interest rate.
Expenses of Administration.06 In many instances the expenses of administering a pension plan—for example, fees of attorneys, actuaries and trustees, and the cost of keeping pension records—are borne directly by the employer. In other cases, such ex­penses, or some of them, are paid by a trust or insurance company from funds contributed by the employer. In the latter cases, expenses to he incurred in the future must be estimated in computing the employer’s pension cost.
Benefits.07 Several assumptions must he made as to the amounts and timing of the future benefits whose present value is used in expressing the cost of a pension plan. The principal assumptions are as follows:
a. Future compensation levels. Benefits under some pension plans depend in part on future compensation levels. Under plans of this type, an estimate is ordinarily made of normal increases expected from the progression of employees through the various earnings-rate categories, based on the employer’s experience. General earnings-level increases, such as those which may result from inflation, are usually excluded from this actuarial assumption.
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b. Cost-of-living. To protect the purchasing power of retirement benefits, some plans provide that the benefits otherwise determined will be adjusted from time to time to reflect variations in a specific index, such as the Consumer Price Index of the United States Bureau of Labor Statistics. In estimating the cost of such a plan, expected future changes in the cost-of-living index may be included in the actuarial assumptions.
c. Mortality. The length of time an employee cov­ered by a pension plan will live is an important factor in estimating the cost of the benefit payments he will receive.If an employee dies before he becomes eligible for pension benefits, he receives no payments, although in some plans his beneficiaries receive lump-sum or periodic benefits. The total amount of pension benefits for employees who reach retirement is determined in large part by how long they live thereafter. Estimates regarding mortality are based on mortality tables.
d. Retirement age. Most plans provide a normal retirement age, but many plans permit employees to work thereafter under certain conditions. Some plans provide for retirement in advance of the normal age in case of disability, and most plans permit early retirement at the employee’s option under certain conditions. When there are such provisions, an estimate is made of their effect on the amount and timing of the benefits which will ultimately be paid.
e. Turnover. In many plans, some employees who leave employment with the employer before completing vesting requirements forfeit their rights to receive benefits.In estimating the amount of future benefits, an allowance for the effect of turnover may be made.
f. Vesting. Many plans provide that after a stated number of years of service an employee becomes entitled to receive benefits (commencing at his normal retirement age and usually varying in amount with his number of years of service) even though he leaves the company for a reason other than retirement. This is taken into consid­eration in estimating the effect of turnover.
g. Social security benefits. For plans  providing for a reduction of pensions by all or part of social security
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benefits, it is necessary in estimating future pension benefits to estimate the effect of future social security benefits. Ordinarily, this estimate is based on the assumption that such benefits will remain at the level in effect at the time the valuation is being made.
Actuarial Gains and Losses.08 The likelihood that actual events will coincide with each of the assumptions used is so remote as to constitute an impossibility. As a result, the actuarial assumptions used may be changed from time to time as experience and judgment dictate. In addition, whether or not the assump­tions as to events in the future are changed, it  is often necessary to recognize in the calculations the effect of dif­ferences between actual prior experience and the assump­tions used in the past.
ACTUARIAL COST METHODS.09 Actuarial cost methods have been developed by actuaries as funding techniques to be used in actuarial valuations. A s indicated in paragraph .19 of section 4063, many of the actuarial cost methods are also useful for accounting purposes. The following discussion of the principal methods describes them as funding techniques (to simplify the discussion, references to prior service cost arising on amendment of a plan have been omitted; such cost would ordinarily be treated in a manner consistent with that described for past service cost). Their applica­tion for accounting purposes is described in section 4063.
Accrued Benefit Cost Method— Unit Credit Method.10 Under the unit credit method, future service bene­fits (pension benefits based on service after the inception of a plan) are funded as they accrue—that is, as each em­ployee works out the service period involved. Thus, the normal cost under this method for a particular year is the present value of the units of future benefit credited to em­ployees for service in that year (hence unit credit). For example, if  a plan provides benefits of $5 per month for each year of credited service, the normal cost for a par­ticular employee for a particular year is the present value (adjusted for mortality and usually for turnover) of an
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annuity of $5 per month beginning at the employee’s antic­ipated retirement date and continuing throughout his life.
.11 The past service cost under the unit credit method is the present value at the plan’s inception date of the units of future benefit credited to employees for service prior to the inception date.
.12 The annual contribution under the unit credit method ordinarily comprises (1) the normal cost and (2) an amount for past service cost. The latter may comprise only an amount equivalent to interest on the unfunded balance or may also include an amount intended to reduce the unfunded balance.
.13 As to an individual employee, the annual normal cost for an equal unit of benefit each year increases because the period to the employee’s retirement continually shortens and the probability of reaching retirement increases; also, in some plans, the retirement benefits are related to salary levels, which usually increase during the years. As to the employees collectively, however, the step-up effect is masked, since older employees generating the highest an­nual cost are continually replaced by new employees gen­erating the lowest. For a mature employee group, the normal cost would tend to be the same each year.
.14 The unit credit method is almost always used when the funding instrument is a group annuity contract and may also be used in trusteed plans and deposit ad­ministration contracts where the benefit is a stated amount per year of service. This method is not frequently used where the benefit is a fixed amount (for example, $100 per month) or where the current year’s benefit is based on earn­ings of a future period.
Projected Benefit Cost Methods.15 As explained above, the accrued benefit cost method (unit credit method) recognizes the cost of benefits only when they have accrued (in the limited sense that the employee service on which benefits are based has been ren­dered) . By contrast, the projected benefit cost methods look forward. That is, they assign the entire cost of an em­ployee’s projected benefits to past, present and future pe­riods. This is done in a manner not directly related to the
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periods during which the service on which the benefits are based has been or will be rendered. The principal pro­jected benefit cost methods are discussed below.
.16 Entry age normal method. Under the entry age normal method, the normal costs are computed on the as­sumption (1) that every employee entered the plan (thus, entry age) at the time of employment or at the earliest time he would have been eligible if the plan had been in existence and (2) that contributions have been made on this basis from the entry age to the date of the actuarial valua­tion. The contributions are the level annual amounts which, if accumulated at the rate of interest used in the actuarial valuation, would result in a fund equal to the present value of the pensions at retirement for the employees who sur­vive to that time.
.17 Normal cost under this method is the level amount to be contributed for each year. When a plan is established after the company has been in existence for some time, past service cost under this method at the plan’s inception date is theoretically the amount of the fund that would have been accumulated had annual contributions equal to the normal cost been made in prior years.
.18 In theory, the entry age normal method is applied on an individual basis. It may be applied, however, on an aggregate basis, in which case separate amounts are not determined for individual employees. Further variations in practice often encountered are (1) the use of an average entry age, (2) the use, particularly when benefits are based on employees’ earnings, of a level percentage of payroll in determining annual payments and (3) the computation of past service cost as the difference between the present value of employees’ projected benefits and the present value of the employer’s projected normal cost contributions. In some plans, the normal cost contribution rate may be based on a stated amount per employee. In other plans the normal cost contribution itself may be stated as a flat amount.
.19 In valuations for years ether than the initial year the past service cost may be frozen (that is, the unfunded amount of such cost is changed only to recognize payments and the effect of interest). Accordingly, actuarial gains and losses are spread into the future, entering into the normal
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cost for future years. If past service cost is not frozen, the unfunded amount includes the effects of actuarial gains and losses realized prior to the date of the valuation being made.
.20 The annual contribution under the entry age nor­mal method ordinarily comprises (1) the normal cost and (2) an amount for past service cost. The latter may com­prise only an amount equivalent to interest on the unfunded balance or may also include an amount intended to reduce the unfunded balance.
.21 The entry age normal method is often used with trusteed plans and deposit administration contracts.
.22 Individual level premium method. The individual level premium method assigns the cost of each employee’s pension in level annual amounts, or as a level percentage of the employee’s compensation, over the period from the inception date of a plan (or the date of his entry into the plan, if  later) to his retirement date. Thus, past service cost is not determined separately but is included in nor­mal cost.
.23 The most common use of the individual level premium method is with funding by individual insurance or annuity policies. It may be used, however, with trusteed plans and deposit administration contracts.
.24  In plans using individual annuity policies, the employer is protected against actuarial losses, since pre­miums paid are not ordinarily subject to retroactive in­creases. The insurance company may, however, pass part of any actuarial gains along to the employer by means of dividends. Employee turnover may be another source of actuarial gains under such insured plans, since all or part of the cash surrender values of policies previously purchased for employees leaving the employer for reasons other than retirement may revert to the company (or to the trust). Dividends and cash surrender values are ordinarily used to reduce the premiums payable for the next period.
.25 The individual level premium method generates annual costs which are initially very high and which ulti­mately drop to the level of the normal cost determined under the entry age normal method. The high initial costs
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arise because the past service cost (although not separately identified) for employees near retirement when the plan is adopted is in effect amortized over a very short period.
.26 Aggregate method. The aggregate method ap­plies on a collective basis the principle followed for indi­viduals in the individual level premium method. That is, the entire unfunded cost of future pension benefits (in­cluding benefits to be paid to employees who have retired as of the date of the valuation) is spread over the average future service lives of employees who are active as of the date of the valuation. In most cases this is done by the use of a percentage of payroll.
.27 The aggregate method does not deal separately with past service cost (but includes such cost in normal cost). Actuarial gains and losses enter into the deter­mination of the contribution rate and, consequently, are spread over future periods.
.28 Annual contributions under the aggregate method decrease, but the rate of decrease is less extreme than under the individual level premium method. The aggregate cost method amortizes past service cost (not separately identified) over the average future service lives of em­ployees, thus avoiding the very short individual amortiza­tion periods of the individual level premium method.
.29 The aggregate method may be modified by intro­ducing past service cost. I f the past service cost is de­termined by the entry age normal method, the modified aggregate method is the same as the entry age normal method applied on the aggregate basis. If the past serv­ice cost is determined by the unit credit method, the modi­fied aggregate method is called the attained age normal method (discussed below).
.30 The aggregate method is used principally with trusteed plans and deposit administration contracts.
.31 Attained age normal method. The attained age normal method is a variant of the aggregate method or individual level premium method in which past service cost, determined under the unit credit method, is recog­nized separately. The cost of each employee’s benefits assigned to years after the inception of the plan is spread
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over the employee’s future service life. Normal cost con­tributions under the attained age normal method, usually determined as a percentage of payroll, tend to decline but less markedly than under the aggregate method or the individual level premium method.
.32 As with the unit credit and entry age normal methods, the annual contribution for past service cost may comprise only an amount equivalent to interest on the unfunded balance or may also include an amount in­tended to reduce the unfunded balance.
.33 The attained age normal method is used with trusteed plans and deposit administration contracts.
Terminal Funding.34 Under terminal funding, funding for future bene­fit payments is made only at the end of an employee’s period of active service. At that time the employer either purchases a single-premium annuity which will provide the retirement benefit or makes an actuarially equivalent contribution to a trust. (Note—This method is not accepta­ble for determining the provision for pension cost under section 4063.)
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Section  4063B
Accounting for the Cost 
of Pension Plans— 
Appendix B
GLOSSARY
.01 Accrue (Accrual). When accrue (accrual) is used in accounting discussions in section 4063, it has the cus­tomary accounting meaning. When used in relation to actuarial terms or procedures, however, the intended mean­ing differs somewhat. When actuaries say that pension benefits, actuarial costs or actuarial liabilities have ac­crued, they ordinarily mean that the amounts are asso­ciated, either specifically or by a process of allocation, with years of employee service before the date of a particular valuation of a pension plan. Actuaries do not ordinarily intend their use of the word accrue to have the more con­clusive accounting significance.
.02 Accrued Benefit Cost Method. An actuarial cost method. See section 4063A.
.03 Actuarial Assumptions. Factors which actuaries use in tentatively resolving uncertainties concerning future events affecting pension cost; for example, mortality rate, employee turnover, compensation levels, investment earn­ings, etc. See section 4063A.
.04 Actuarial Cost Method. A particular technique used by actuaries for establishing the amount and incidence of the annual actuarial cost of pension plan benefits, or benefits and expenses, and the related actuarial liability. Sometimes called funding method. See section 4063A.
.05 Actuarial Gains (Losses). The effects on actuari­ally calculated pension cost of (a) deviations between actual prior experience and the actuarial assumptions used or (b) changes in actuarial assumptions as to future events.
.06 Actuarial Liability. The excess of the present value, as of the date of a pension plan valuation, of pro-
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spective pension benefits and administrative expenses over the sum of (1) the amount in the pension fund and (2) the present value of future contributions for normal cost de­termined by any of several actuarial cost methods. (Some­times referred to as unfunded actuarial liability.)
.07 Actuarial Valuation. The process by which an actuary estimates the present value of benefits to be paid under a pension plan and calculates the amounts of em­ployer contributions or accounting charges for pension cost. See section 4063A.
.08 Actuarially Computed Value. See present value.
.09 Actuarially Computed Value of Vested Benefits.See vested benefits.
.10 Actuary. There are no statutory qualifications required for actuaries. Membership in the American Aca­demy of Actuaries, a comprehensive organization of the profession in the United States, is generally considered to be acceptable evidence of professional qualification.
.11 Aggregate Method. An actuarial cost method. See section 4063A.
.12 Assumptions. See actuarial assumptions.
.13 Attained Age Normal Method. An actuarial cost method. See section 4063A.
.14 Benefits (Pension Benefits) (Retirement Benefits).The pensions and any other payments to which employees or their beneficiaries may be entitled under a pension plan.
.15 Contribute (Contribution). When used in connec­tion with a pension plan, contribute ordinarily is synony­mous with pay.
.16 Deferred Compensation Plan. An arrangement whereby specified portions of the employee’s compensa­tion are payable in the form of retirement benefits.
.17 Deferred Profit-Sharing Plan. An arrangement whereby an employer provides for future retirement bene­fits for employees from specified portions of the earnings of the business; the benefits for each employee are usually the amounts which can be provided by accumulated amounts specifically allocated to him.
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.18 Defined-Benefit Plan. A pension plan stating the benefits to be received by employees after retirement, or the method of determining such benefits. The employer’s contributions under such a plan are determined actuarially on the basis of the benefits expected to become payable.
.19 Defined-Contribntion Plan. A pension plan which (a) states the benefits to be received by employees after retirement or the method of determining such benefits (as in the case of a defined-benefit plan) and (b) accompanies a separate agreement that provides a formula for calculat­ing the employer’s contributions (for example, a fixed amount for each ton produced or for each hour worked, or a fixed percentage of compensation). Initially, the benefits stated in the plan are those which the contributions ex­pected to be made by the employer can provide. If later the contributions are found to be inadequate or excessive for the purpose of funding the stated benefits on the basis originally contemplated, either the contributions or the benefits, or both, may be subsequently adjusted. In one type of defined-contribution plan (money-purchase plan) the employer’s contributions are determined for, and allo­cated with respect to, specific individuals, usually as a per­centage of compensation; the benefits for each employee are the amounts which can be provided by the sums contributed for him.
.20 Deposit Administration Contract. A funding in­strument provided by an insurance company under which amounts contributed by an employer are not identified with specific employees until they retire. When an employee retires, the insurance company issues an annuity which w ill provide the benefits stipulated in the pension plan and transfers the single premium for the annuity from the em­ployer’s accumulated contributions.
.21 Entry Age Normal Method. An actuarial cost method. See section 4063A.
.22 Fund. Used as a verb, fund means to pay over to a funding agency. Used as a noun, fund refers to assets accumulated in the hands of a funding agency for the pur­pose of meeting retirement benefits when they become due.
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.23 Funded. The portion of pension cost that has been paid to a funding agency is said to have been funded.
.24 Funding Agency. An organization or individual, such as a specific corporate or individual trustee or an in­surance company, which provides facilities for the accumu­lation of assets to be used for the payment of benefits under a pension plan; an organization, such as a specific life in­surance company, which provides facilities for the purchase of such benefits.
.25 Funding Method. See actuarial cost method.
.26 Individual Level Premium Method. An actuarial cost method. See section 4063A.
.27 Interest. The return earned or to be earned on funds invested or to be invested to provide for future pen­sion benefits. In calling the return interest, it is recognized that in addition to interest on debt securities the earnings of a pension fund may include dividends on equity securi­ties, rentals on real estate, and realized and unrealized gains or (as offsets) losses on fund investments. See section 4063A.
.28 Mortality Rate. Death rate—the proportion of the number of deaths in a specified group to the number living at the beginning of the period in which the deaths occur. Actuaries use mortality tables, which show death rates for each age, in estimating the amount of future re­tirement benefits which will become payable. See section 4063A.
.29 Normal Cost. The annual cost assigned, under the actuarial cost method in use, to years subsequent to the inception of a pension plan or to a particular valuation date. See past service cost, prior service cost.
.30 Past Service Cost. Pension cost assigned, under the actuarial cost method in use, to years prior to the in­ception of a pension plan. See normal cost, prior service cost.
.31 Pay-As-You-Go. A method of recognizing pen­sion cost only when benefits are paid to retired employees. (Note—This is not an acceptable method for accounting purposes under section 4063.)
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.32 Pension Fund. See fund.
.33 Present Value (Actuarially Computed Value).The current worth of an amount or series of amounts pay­able or receivable in the future. Present value is deter­mined by discounting the future amount or amounts at a predetermined rate of interest. In pension plan valuations, actuaries often combine arithmetic factors representing probability (e.g., mortality, withdrawal, future compensa­tion levels) with arithmetic factors representing discount (interest). Consequently, to actuaries, determining the present value of future pension benefits may mean applying factors of both types.
.34 Prior Service Cost. Pension cost assigned, under the actuarial cost method in use, to years prior to the date of a particular actuarial valuation. Prior service cost in­cludes any remaining past service cost. See normal cost, past service cost.
.35 Projected Benefit Cost Method. A type of actuarial cost method. See section 4063A.
.36 Provision (Provide). An accounting term mean­ing a charge against income for an estimated expense, such as pension cost.
.37 Service. Employment taken into consideration under a pension plan. Years of employment before the in­ception of a plan constitute an employee’s past service; years thereafter are classified in relation to the particular actuarial valuation being made or discussed. Years of em­ployment (including past service) prior to the date of a particular valuation constitute prior service; years of em­ployment following the date of the valuation constitute future service.
.38 Terminal Funding. An actuarial cost method. See section 4063A. (Note—This is not an acceptable actuarial cost method for accounting purposes under section 4063.)
.39 Trust Fund Plan. A pension plan for which the funding instrument is a trust agreement.
.40 Turnover. Termination of employment for a rea­son other than death or retirement. See withdrawal, sec­tion 4063A.
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.41 Unit Credit Method. An actuarial cost method. See section 4063A.
.42 Valuation. See actuarial valuation, section 4063A.
.43 Vested Benefits. Benefits that are not contingent on the employee’s continuing in the service of the employer. In some plans the payment of the benefits will begin only when the employee reaches the normal retirement date; in other plans the payment of the benefits will begin when the employee retires (which may be before or after the normal retirement date). The actuarially computed value of vested benefits, as used in section 4063, represents the present value, at the date of determination, of the sum of (a) the benefits expected to become payable to former employees who have retired, or who have terminated serv­ice with vested rights, at the date of determination; and (b) the benefits, based on service rendered prior to the date of determination, expected to become payable at future dates to present employees, taking into account the probable time that employees will retire, at the vesting percentages applicable at the date of determination. The determination of vested benefits is not affected by other conditions, such as inadequacy of the pension fund, which may prevent the employee from receiving the vested benefits.
.44 Withdrawal. The removal of an employee from coverage under a pension plan for a reason other than death or retirement. See turnover.
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Section 4071
Depreciation and 
High Costs1
Issue date, unless otherwise indicated: June, 1953
.01 In December, 1947, the committee issued Account­ing Research Bulletin No. 33, dealing with the subject of depreciation and high costs. In October, 1948, it published a letter to the membership reaffirming the opinion ex­pressed in the bulletin..02 The subject is one of continuing importance. The committee once more expresses its approval of the basic conclusions asserted in both publications, but in view of the many requests received for further consideration of vari­ous aspects of the problem has placed the subject on its agenda for further study..03 Accounting Research Bulletin No. 33 read as follow s:.04 “ The American Institute of Accountants com­mittee on accounting procedure has given extensive con­sideration to the problem of making adequate provision for the replacement of plant facilities in view of recent sharp increases in the price level. The problem requires con­sideration of charges against current income for deprecia­tion of facilities acquired at lower price levels..05 “ The committee recognizes that business manage­ment has the responsibility of providing for replacement of plant and machinery. It also recognizes that, in reporting profits today, the cost of material and labor is reflected in terms of ‘inflated’ dollars while the cost of productive fa­cilities in which capital was invested at a lower price level is reflected in terms of dollars whose purchasing power was much greater. There is no doubt that in considering depreciation in connection with product costs, prices, and business policies, management must take into considerationthe probability that plant and machinery will have to be *1
 1 See section 1071, Financial Statements Restated for General Price-Level Changes.
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replaced at costs much greater than those of the facilities now in use.
.06 “ When there are gross discrepancies between the cost and current values of productive facilities, the com­mittee believes that it is entirely proper for management to make annual appropriations of net income or surplus in contemplation of replacement of such facilities at higher price levels.
.07 “ It has been suggested in some quarters that the problem be met by increasing depreciation charges against current income. The committee does not believe that this is a satisfactory solution at this time. It believes that ac­counting and financial reporting for general use will best serve their purposes by adhering to the generally accepted concept of depreciation on cost, at least until the dollar is stabilized at some level. An attempt to recognize current prices in providing depreciation, to be consistent, would require the serious step of formally recording appraised current values for all properties, and continuous and con­sistent depreciation charges based on the new values. With­out such formal steps, there would be no objective standard by which to judge the propriety of the amounts of deprecia­tion charges against current income, and the significance of recorded amounts of profit might be seriously impaired.
.08 “ It would not increase the usefulness of reported corporate income figures if  some companies charged de­preciation on appraised values while others adhered to cost. The committee believes, therefore, that consideration of radical changes in accepted accounting procedure should not be undertaken, at least until a stable price level would make it practicable for business as a whole to make the change at the same time.
.09 “ The committee disapproves immediate write­downs of plant cost by charges against current income in amounts believed to represent excessive or abnormal costs occasioned by current price levels. However, the com­mittee calls attention to the fact that plants expected to have less than normal useful life can properly be depre­ciated on a systematic basis related to economic usefulness.,,
.10 The letter of October 14, 1948, was addressed to the members of the Institute and read as follow s:
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.11 “ The committee on accounting procedure has reached the conclusion that no basic change in the account­ing treatment of depreciation of plant and equipment is practicable or desirable under present conditions to meet the problem created by the decline in the purchasing power of the dollar.
.12 “ The committee has given intensive study to this problem and has examined and discussed various sugges­tions which have been made to meet it. It has solicited and considered hundreds of opinions on this subject expressed by businessmen, bankers, economists, labor leaders, and others. While there are differences of opinion, the pre­vailing sentiment in these groups is against any basic change in present accounting procedures. The committee believes that such a change would confuse readers of finan­cial statements and nullify many of the gains that have been made toward clearer presentation of corporate finances.
.13 “ Should inflation proceed so far that original dollar costs lose their practical significance, it might be­come necessary to restate all assets in terms of the depre­ciated currency, as has been done in some countries. But it does not seem to the committee that such action should be recommended now if financial statements are to have maxi­mum usefulness to the greatest number of users.
.14 “ The committee, therefore, reaffirms the opinion it expressed in Accounting Research Bulletin No. 33, De­cember, 1947.
.15 “ Any basic change in the accounting treatment of depreciation should await further study of the nature and concept of business income.
.16 “ The immediate problem can and should be met by financial management. The committee recognizes that the common forms of financial statements may permit mis­understanding as to the amount which a corporation has available for distribution in the form of dividends, higher wages, or lower prices for the company's products. When prices have risen appreciably since original investments in plant and facilities were made, a substantial proportion of net income as currently reported must be reinvested in the business in order to maintain assets at the same level of productivity at the end of a year as at the beginning.
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.17 “ Stockholders, employees, and the general public should be informed that a business must be able to retain out of profits amounts sufficient to replace productive fa­cilities at current prices if  it is to stay in business. The committee therefore gives its full support to the use of supplementary financial schedules, explanations or foot­notes by which management may explain the need for re­tention of earnings.’’
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Section 4072
Depreciation on 
Appreciation
Effective for fiscal periods beginning after December 31, 1965, unless otherwise indicated
.01 The Board is of the opinion that property, plant and equipment should not be written up by an entity to reflect appraisal, market or current values which are above cost to the entity. This statement is not intended to change accounting practices followed in connection with quasi-re­organizations 1 or reorganizations. This statement may not apply to foreign operations under unusual conditions such as serious inflation or currency devaluation. However, when the accounts of a company with foreign operations are translated into United States currency for consolidation, such write-ups normally are eliminated. Whenever appre­ciation has been recorded on the books, income should be charged with depreciation computed on the written up amounts.
1 See section 5581, Quasi-Reorganization or Corporate Readjustment.
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Section 4073
Emergency Facilities— 
Depreciation and 
Amortization
Issue date, unless otherwise indicated: June, 1953 1
CERTIFICATES OF NECESSITY
.01 Section 124A of the Internal Revenue Code, which was added by the Revenue Act of 1950, provides for the issuance of certificates’ of necessity under which all or part of the cost of so-called emergency facilities may be amor­tized over a period of 60 months for income tax purposes. In many cases, the amounts involved are material, and com­panies are faced with the problem of deciding whether to adopt the 60-month period over which the portions of the cost of the facilities covered by certificates of necessity may he amortized for income tax purposes as the period over which they are to be depreciated in the accounts.
.02 Thinking on this question apparently has become confused because many so-called percentage certificates have been issued covering less than the entire cost of the facility. This fact, together with the fact that the probable economic usefulness of the facility after the close of the five-year amortization period is considered by the certifying authority in determining the percentage covered by these certificates, has led many to believe that the percentage used represents the government’s conclusion as to the propor­tion of the cost of the facility that is not expected to have usefulness at the end of five years.
.03 In some cases, it is apparent that the probable lack of economic usefulness of the facility after the close of the amortization period must constitute the principal if  not the sole basis for determining the percentage to be
1 The material included in this section is from ARB 43, Chapter 9, Sec­tion C. Paragraphs 11-13 of that Bulletin were superseded by APB Opinion No. 11, effective for fiscal periods beginning after December 31, 1967.
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included in the certificate. However, it must be recognized that the certifying authority has acted under orders to give consideration also to a variety of other factors to the end that the amount certified may be the minimum amount nec­essary to secure expansion of industrial capacity in the interest of national defense during the emergency period. Among the factors required to be considered in the issuance of these certificates, in addition to loss of useful value, are (a) character of business, (b) extent of risk assumed (in­cluding the amount and source of capital employed, and the potentiality of recovering capital or retiring debt through tax savings or pricing), (c) assistance to small business and promotion of competition, (d) compliance with government policies (e.g., dispersal for security), and (e) other types of incentives provided by government, such as direct gov­ernment loans, guaranties, and contractual arrangements.
DEPRECIATION CONSIDERATIONS
.04 The argument has been advanced from time to time that, since the portion of the cost of properties covered by certificates of necessity is amortized over a five-year period for income tax purposes, it is necessary to follow  the same procedure in the accounts. Sound financial ac­counting procedures do not necessarily coincide with the rules as to what shall be included in “ gross income,’’ or allowed as a deduction therefrom, in arriving at taxable net income. It is well recognized that such rules should not be followed for financial accounting purposes if they do not conform to generally accepted accounting principles. How­ever, where the results obtained from following income tax procedures do not materially differ from those obtained where generally accepted accounting principles are fol­lowed, there are practical advantages in keeping the ac­counts in agreement with the income tax returns.
.05 The cost of a productive facility is one of the costs of the services it renders during its useful economic life. Generally accepted accounting principles require that this cost be spread over the expected useful life of the facility in such a way as to allocate it as equitably as possible to the periods during which services are obtained from the use of the facility. This procedure is known as depreciation ac­counting, a system of accounting which aims to distribute
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the cost or other basic value of tangible capital assets, less salvage (if any), over the estimated useful life of the unit (which may be a group of assets) in a systematic and ra­tional manner. It is a process of allocation, not of valuation.
.06 The committee is of the opinion that from an ac­counting standpoint there is nothing inherent in the nature of emergency facilities which requires the depreciation or amortization of their cost for financial accounting purposes over either a shorter or a longer period than would be proper if no certificate of necessity had been issued. E sti­mates of the probable useful life of a facility by those best informed in the matter may indicate either a shorter or a longer life than the statutory 60-month period over which the certified portion of its cost is deductible for income tax purposes.
.07 In determining the proper amount of annual de­preciation with respect to emergency facilities for financial accounting purposes, it must be recognized that a great many of these facilities are being acquired primarily for what they can produce during the emergency period. To whatever extent it is reasonable to expect the useful eco­nomic life of a facility to end with the close of the amortiza­tion period, the cost of the facility is a proper cost of operation during that period.
.08 In determining the prospective usefulness of such facilities it will be necessary to consider their adaptability to post-emergency use, the effect of their use upon economic utilization of other facilities, the possibility of excessive costs due to expedited construction or emergency condi­tions, and the fact that no deductions for depreciation of the certified portion will be allowable for income tax pur­poses in the post-amortization years if  the company elects to claim the amortization deduction. The purposes for which emergency facilities are acquired in a great many cases are such as to leave major uncertainties as to the extent of their use during the amortization period and as to their subsequent usefulness—uncertainties which are not normally encountered in the acquisition and use of op­erating facilities.
.09 Consideration of these factors, the committee be­lieves, will in many cases result in the determination of de-
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preciation charges during the amortization period in excess of the depreciation that would be appropriate if  these fac­tors were not involved. Frequently they will be so com­pelling as to indicate the need for recording depreciation of the cost of emergency facilities in the accounts in conformity with the amortization deductions allowable for income tax purposes. However, the committee believes that when the amount allowed as amortization for income tax purposes is materially different from the amount of the estimated de­preciation, the latter should be used for financial account­ing purposes.2
.10 In some cases, certificates of necessity cover fa­cilities which the owner expects to use after the emergency period in lieu of older facilities. As a result the older fa­cilities may become unproductive and obsolete before they are fully depreciated on the basis of their previously ex­pected life. In such situations, the committee believes de­preciation charges to income should be determined in relation to the total properties, to the end that sound de­preciation accounting may be applied to the property ac­counts as a whole. *
2 See section 4091. 
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Section 4074
Declining-Balance
Depreciation
Issue date, unless otherwise indicated: July, 1958 1
.01 The declining-balance method of estimating peri­odic depreciation has a long history of use in England and in other countries including, to a limited extent, the United States. Interest in this method has been increased by its specific recognition for income tax purposes in the Internal Revenue Code of 1954.
.02 The declining-balance method is one of those which meets the requirements of being “ systematic and ration­a l.” 2 In those cases where the expected productivity or revenue-earning power of the asset is relatively greater during the earlier years of its life, or where maintenance charges tend to increase during the later years, the declin­ing-balance method may well provide the most satisfactory allocation of cost. The conclusions of this section also apply to other methods, including the “ sum-of-the-years-digits” method, which produce substantially similar results.
.03 When a change to the declining-balance method is made for general accounting purposes, and depreciation is  a significant factor in the determination of net income, the change in method, including the effect thereof, should be disclosed in the year in which the change is made.
.04 There may be situations in which the declining- balance method is adopted for income tax purposes but other appropriate methods are used for financial accounting pur­poses. In such cases, accounting recognition should be given to deferred income taxes (see definition in section 4091.34), if the amounts thereof are material, except in the cases mentioned in paragraph .07, where there are special *
1 The material included in this section is partially from ARB 44 (Re­vised). Paragraphs 7 and 10 of that Bulletin were superseded by APB  Opinion No. 11, effective for fiscal periods beginning after December 31, 1967.2 Accounting Terminology Bulletin No. 1, paragraph 56.
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circumstances which may make such procedure inappro­priate. The foregoing provision as to accounting recogni­tion of deferred income taxes applies to a single asset, or to a group of assets which are expected to be retired from service at about the same time; in this case an excess of depreciation taken for income tax purposes during the earlier years would be followed by the opposite condition in later years, and there would he a tax deferment for a definite period. It applies also to a group of assets con­sisting of numerous units which may be of differing lengths of life and which are expected to be continually replaced; in this case an excess of depreciation taken for income tax purposes during the earlier years would be followed in later years by substantial equality between the annual deprecia­tion for income tax purposes and that for accounting pur­poses, and a tax deferment would be built up during the earlier years which would tend to remain relatively con­stant thereafter. It applies further to a gradually expanding plant; in this case an excess of depreciation taken for in­come tax purposes may exist each year during the period of expansion in which event there would be a tax deferment which might increase as long as the period of expansion continued. [As amended, effective for fiscal periods be­ginning after December 31, 1967, by APB Opinion No. 11.]
.05 Where it may reasonably be presumed that the accumulative difference between taxable income and finan­cial income will continue for a long or indefinite period, it is not appropriate to recognize the related tax effect as additional amortization or depreciation applicable to such assets in recognition of the loss of future deducti­bility for income tax purposes. [As amended, effective for fiscal periods beginning after December 31, 1967, by APB Opinion No. 11.]
DISCUSSION.06 Following the passage of the Internal Revenue Act of 1954 in August of that year, permitting the use of declining-balance and similar accelerated depreciation methods for federal income tax purposes, the committee anticipated that many companies would be considering whether such methods should be adopted for general ac­counting purposes. In October of that year, Accounting Research Bulletin No. 44 was issued in which the com-
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mittee stated that such accelerated methods met the requirement of being “ systematic and rational.” The com­mittee also stated that when such methods were adopted for general accounting purposes, appropriate disclosure of the change should be made whenever depreciation was a sig­nificant factor in the determination of net income.
.07 Many regulatory authorities permit recognition of deferred income taxes for accounting and/or rate-making purposes, whereas some do not. The committee believes that they should permit the recognition of deferred income taxes for both purposes. However, where charges for de­ferred income taxes are not allowed for rate-making pur­poses, accounting recognition need not be given to the de­ferment of taxes if  it may reasonably be expected that increased future income taxes, resulting from the earlier deduction of declining-balance depreciation for income tax purposes only, will be allowed in future rate determina­tions.
.08 When a company subject to rate-making processes adopts the declining-balance method of depreciation for income tax purposes but adopts other appropriate methods for financial accounting purposes in the circumstances de­scribed in paragraph .07, and does not give accounting recognition to deferred income taxes, disclosure should be made of this fact. [As amended, effective for fiscal periods beginning after December 3 1 , 1965, by APB Opinion No. 6.]
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.01 The purpose of this section is to draw attention to the problems involved in accounting for real and per­sonal property taxes and to present some of the considera­tions which enter into a determination of their accounting treatment.
LEGAL LIABILITY FOR PROPERTY TAXES AND
TREATMENT FOR INCOME TAX PURPOSES.02 Unlike excise, income, and social security taxes, which are directly related to particular business events, real and personal property taxes are based upon the assessed valuation of property (tangible and intangible) as of a given date, as determined by the laws of a state or other taxing authority. For this reason the legal liability for such taxes is generally considered as accruing at the moment of occurrence of some specific event, rather than over a period of time. Whether such legal accrual should deter­mine the accounting treatment is a question to be discussed later. Tax laws, opinions of attorneys, income tax regu­lations, and court decisions have mentioned various dates on which certain property taxes are said to accrue legally. Among them are the following:
(a) Assessment date,(b) Beginning of taxing authority’s fiscal year,(c) End of taxing authority’s fiscal year,(d) Date on which tax becomes a lien on the prop­erty,(e) Date tax is levied,( f ) Date or dates tax is payable,(g) Date tax becomes delinquent,(h) Tax period appearing on tax bill.
.03 Most of the foregoing dates are mentioned in tax laws. In a given case several of these dates may coincide.
Section 4081
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.04 The date to be applied in a particular case neces­sarily requires reference to the law and court decisions of the state concerned. Where the matter has been litigated, it  has often been held that property taxes become a lia­bility at the point of time when they become a lien. The general rule, however, is that such taxes accrue as of the date on which they are assessed. The position of the Bureau of Internal Revenue is  that generally property taxes accrue on the assessment date, even if the amount of the tax is  not determined until later.
.05 A practical aspect of the legal liability for prop­erty taxes must be considered when title to property is transferred during the taxable year. As stated above, the assessment date generally determines accrual. But as be­tween vendor and vendee, the Supreme Court1 has laid down the rule that the lien date, or the date of personal obligation, controls and that where a transfer occurs after either of those dates, the purchaser is not entitled to deduct the taxes for income-tax purposes.
.06 Adjustments on account of property taxes paid or accrued are frequently incorporated in agreements covering the sale of real estate, which determine the question for the individual case as between the buyer and seller, though they are not necessarily controlling for income tax purposes.
.07 Although pro-rata accrual of property taxes has been permitted by some courts, the generally accepted rule seems to be that such taxes accrue in a lump sum on one date and not ratably over the year.
ACCOUNTING FOR PROPERTY TAXES 
Accrual Accounting.08 Accounting questions arise as to (1) when the liability for real and personal property taxes should be recorded on the books of a taxpayer keeping his accounts on the accrual basis and (2) the amounts to be charged against the income of respective periods. Here again, the decision is influenced by the particular circumstances of each tax. Such terms as assessment date and levy date vary in meaning in the different jurisdictions; and while there is sufficient agreement about assessment date to furn-
1 Magruder v. Supplee, 316 U. S. 394 (1942).
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ish a basis for the general legal rule already mentioned, it  does not necessarily follow that the legal rule should determine the accounting treatment.
.09 Determination of the liability for the tax often proceeds by degrees, the several steps being taken at ap­preciable intervals of time. For example, while it is known that the owner of real property is liable, with respect to each tax period, for a tax on property owned on the as­sessment date, the amount of the tax may not be fixed until much later. There is sometimes reluctance toward record­ing liabilities of indeterminate amount, especially such items as property taxes, and a preference for recording them when the amount can be computed with certainty. While this consideration is one which occasionally leads to the mention of taxes in footnotes as contingent lia­bilities, the inability to determine the exact amount of taxes is in itself no justification for failure to recognize an existing tax liability.
.10 In practice, real and personal property taxes have been charged against the income of various periods, as indicated below:
(a) Year in which paid (cash basis),(b) Year ending on assessment (or lien) date,(c) Year beginning on assessment (or lien) date,(d) Calendar or fiscal year of taxpayer prior toassessment (or lien) date,(e) Calendar or fiscal year of taxpayer includingassessment (or lien) date,(f) Calendar or fiscal year of taxpayer prior topayment date,(g) Fiscal year of governing body levying the tax,(h) Year appearing on tax bill.
.11 Some of these periods may coincide, as when the fiscal year of the taxing body and that of the taxpayer are the same. The charge to income is sometimes made in full at one time, sometimes ratably on a monthly basis, sometimes on the basis of prior estimates, adjusted during or after the period.
.12 The various periods mentioned represent varying degrees of conservatism in accrual accounting. Some jus-
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tification may be found for each usage, but all the circum­stances relating to a particular tax must be considered before a satisfactory conclusion is  reached.
.13 Consistency of application from year to year is the important consideration and selection of any of the periods mentioned is a matter for individual judgment.
Basis Considered Most Acceptable.14 Generally, the most acceptable basis of providing for property taxes is monthly accrual on the taxpayer’s books during the fiscal period of the taxing authority for which the taxes are levied. The books w ill then show, at any closing date, the appropriate accrual or prepayment.
.15 It may be argued that the entire amount of tax should logically be accrued by the lien date. Advocates of this procedure vary from those who would accrue the tax by charges to income during the year ending on the lien date, to those who urge setting up the fu ll tax liability on the lien date and charging the amount thereof to income during the subsequent year. However, the basis described in the preceding paragraph is held by the majority of ac­countants to be practical and satisfactory so long as it  is consistently followed.
TREATMENT IN FINANCIAL STATEMENTS 
Balance Sheet.16 An accrued liability for real and personal prop­erty taxes, whether estimated or definitely known, should be included among the current liabilities. Where estimates are subject to a substantial measure of uncertainty the lia­bility should be described as estimated.
Income Statement
.17 W hile it  is sometimes proper to capitalize in property accounts the amount of real estate taxes appli­cable to property which is being developed for use or sale, these taxes are generally regarded as an expense of doing business. They may be (a) charged to operating expenses; (b) shown as a separate deduction from income; or (c) distributed among the several accounts to which they are deemed to apply, such as factory overhead, rent income, and selling or general expenses.
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.18 In condensed income statements appearing in published reports, the amounts of real and personal prop­erty taxes, however charged in the accounts, are rarely shown separately. They are frequently combined with other taxes but not with taxes on income.
.19 Since the liability for property taxes must fre­quently be estimated at the balance-sheet date, it is often necessary to adjust the provision for taxes of a prior year when their amount has been ascertained. These adjustments should ordinarily be made through the income statement, either in combination with the current year’s provision or as a separate item. Such adjustments should not be con­sidered prior period adjustments unless they meet the criteria of sections 2010.22 and 2010.23. [As amended, effec­tive for fiscal periods beginning after December 31, 1966, by APB Opinion No. 9.]
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INTRODUCTION
.01 This section sets forth the Board’s conclusions on some aspects of accounting for income taxes. These con­clusions include significant modifications of views previ­ously expressed by the Committee on Accounting Procedure and by the Board.
.02 Discounting. The Board’s Opinion on “ Tax Al­location Accounts—Discounting,” as expressed in section 4092, continues in effect pending further study of the broader aspects of discounting as it is related to financial accounting in general.
.03 Investment Credits. The Board is continuing its study on accounting for “ Investment Credits” and intends to issue a new Opinion on the subject as soon as possible. In the meantime section 4094, Accounting for the Invest­ment Credit, remains in effect.
.04 Certain aspects of tax allocation, including illus­trations of procedures and an extended discussion of alter­native approaches to allocation, are presented in Accounting Research Study No. 9, Interperiod Allocation of Corporate Income Taxes, by Homer A. Black, published by the Ameri­can Institute of Certified Public Accountants in 1966.1 The Board has considered the Study and the comments received on it. The conclusions in this section vary in some im­portant respects from those reached in the Study.
APPLICABILITY
.05 This section applies to financial statements which purport to present financial position and results of opera-
1 Accounting Research Studies are not statements of this Board, or of the Institute, but are published for the purpose of stimulating discussion on important accounting issues.
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tions in conformity with generally accepted accounting principles. It does not apply (a) to regulated industries in those circumstances where the standards described in sec­tion 6011 (which remains in effect) are met and (b) to special areas requiring further study as specifically indi­cated in paragraphs .37-.40 of this section. The Board has deferred consideration of the special problems of allocation of income taxes in interim financial statements and among components of a business enterprise pending further study and the issuance of Opinions on the applicability of gen­erally accepted accounting principles to these statements.
.06 The Board emphasizes that this section, as in the case of all other sections, is not intended to apply to im­material items.
SUMMARY OF PROBLEMS.07 The principal problems in accounting for income taxes arise from the fact that some transactions2 affect the determination of net income for financial accounting pur­poses in one reporting period and the computation of taxable income and income taxes payable in a different re­porting period. The amount of income taxes determined to be payable for a period does not, therefore, necessarily represent the appropriate income tax expense applicable to transactions recognized for financial accounting purposes in that period. A major problem is, therefore, the measure­ment of the tax effects of such transactions and the extent to which the tax effects should be included in income tax expense in the same periods in which the transactions affect pretax accounting income..08 The United States Internal Revenue Code permits a “ net operating loss” of one period to be deducted in de­termining taxable income of other periods. This leads to the question of whether the tax effects of an operating loss should be recognized for financial accounting purposes in the period of loss or in the periods of reduction of tax­able income.
.09 Certain items includable in taxable income receive special treatment for financial accounting purposes, even though the items are reported in the same period in which *
2 The term transactions refers to all transactions and other events requir­ing accounting recognition. As used in this section, it relates either to individual events or to groups of similar events.
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they are reported for tax purposes. A question exists, there­fore, as to whether the tax effects attributable to extra­ordinary items, adjustments of prior periods (or of the opening balance of retained earnings), and direct entries to other stockholders’ equity accounts should be associated with the particular items for financial reporting purposes.3
.10 Guidelines are needed for balance sheet and in­come statement presentation of the tax effects of timing differences, operating losses and similar items.
SUMMARY OF CONCLUSIONS
.11 The Board’s conclusions on some of the problems in accounting for income taxes are summarized as follows:
a. Interperiod tax allocation is an integral part of the determination of income tax expense, and income tax expense should include the tax effects of revenue and expense transactions included in the determina­tion of pretax accounting income.
b. Interperiod tax allocation procedures should follow  the deferred method, *4 both in the manner in which tax effects are initially recognized and in the manner in which deferred taxes are amortized in future periods.
c. The tax effects of operating loss carrybacks should be allocated to the loss periods. The tax effects of operating loss carryforwards5 usually should not be recognized until the periods of realization.
d. Tax allocation within a period should be applied to obtain fair presentation of the various components of results of operations.
e. Financial statement presentations of income tax ex­pense and related deferred taxes should disclose (1) the composition of income tax expense as between amounts currently payable and amounts represent­ing tax effects allocable to the period and (2) the classification of deferred taxes into a net current amount and a net noncurrent amount.
* See section 2010.4 See paragraph .18.5The term “loss carryforwards’’ is used in this Opinion to mean “loss carryovers” as referred to in the United States Internal Revenue Code.
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DEFINITIONS AND CONCEPTS
.12 Terminology relating to the accounting for income taxes is varied; some terms have been used with different meanings. Definitions of certain terms used in this Opinion are therefore necessary.
a. Income taxes. Taxes based on income determined under provisions of the United States Internal Rev­enue Code and foreign, state and other taxes (in­cluding franchise taxes) based on income.
b. Income tax expense. The amount of income taxes (whether or not currently payable or refundable) allocable to a period in the determination of net income.
c. Pretax accounting income. Income or loss for a pe­riod, exclusive of related income tax expense.
d. Taxable income. The excess of revenues over de­ductions or the excess of deductions over revenues to be reported for income tax purposes for a period.6
e. Timing differences. Differences between the periods in which transactions affect taxable income and the periods in which they enter into the determina­tion of pretax accounting income. Timing differ­ences originate in one period and reverse or “ turn around” in one or more subsequent periods. Some timing differences reduce income taxes that would otherwise be payable currently; others increase income taxes that would otherwise be payable currently.
f. Permanent differences. Differences between taxable income and pretax accounting income arising from transactions that, under applicable tax laws and regulations, will not be offset by corresponding dif­ferences or “ turn around” in other periods.7
g. Tax effects. Differentials in income taxes of a pe­riod attributable to (1) revenue or expense trans­actions which enter into the determination of pretax accounting income in one period and into the deter-
6 For the purposes of this definition “deductions” do not include reduc­tions in taxable income arising from net operating loss carrybacks or carryforwards.7 See paragraph .32.
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mination of taxable income in another period, (2) deductions or credits that may be carried backward or forward for income tax purposes and (3) adjust­ments of prior periods (or of the opening balance of retained earnings) and direct entries to other stock­holders’ equity accounts which enter into the deter­mination of taxable income in a period but which do not enter into the determination of pretax accounting income of that period. A permanent difference does not result in a “ tax effect” as that term is used in this Opinion.
h. Deferred taxes. Tax effects which are deferred for allocation to income tax expense of future periods.
i. Interperiod tax allocation. The process of appor­tioning income taxes among periods.
j. Tax allocation within a period. The process of ap­portioning income tax expense applicable to a given period between income before extraordinary items and extraordinary items, and of associating the in­come tax effects of adjustments of prior periods (or of the opening balance of retained earnings) and direct entries to other stockholders’ equity accounts with these items.
.13 Certain general concepts and assumptions are rec­ognized by the Board to be relevant in considering the prob­lems of accounting for income taxes.
a. The operations of an entity subject to income taxes are expected to continue on a going concern basis, in the absence of evidence to the contrary, and in­come taxes are expected to continue to be assessed in the future.
b. Income taxes are an expense of business enterprises earning income subject to tax.c. Accounting for income tax expense requires meas­urement and identification with the appropriate time period and therefore involves accrual, deferral and estimation concepts in the same manner as these concepts are applied in the measurement and time period identification of other expenses.
d. Matching is one of the basic processes of income determination; essentially it is a process of deter­
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mining relationships between costs (including reduc­tions of costs) and (1) specific revenues or (2) specific accounting periods. Expenses of the current period consist of those costs which are identified with the revenues of the current period and those costs which are identified with the current period on some basis other than revenue. Costs identifiable with future revenues or otherwise identifiable with future periods should be deferred to those future periods. When a cost cannot be related to future revenues or to future periods on some basis other than revenues, or it cannot reasonably be expected to be recovered from future revenues, it becomes, by necessity, an expense of the current period (or of a prior period).
TIMING DIFFERENCES
Discussion
N ature o f Timing D ifferences.14 Four types of transactions are identifiable which give rise to timing differences; that is, differences between the periods in which the transactions affect taxable income and the periods in which they enter into the determination of pretax accounting income.8 Each timing difference orig­inates in one period and reverses in one or more subse­quent periods.
a. Revenues or gains are included in taxable income later than they are included in pretax accounting income. For example, gross profits on installment sales are recognized for accounting purposes in the period of sale but are reported for tax purposes in the period the installments are collected.
b. Expenses or losses are deducted in determining tax­able income later than they are deducted in deter­mining pretax accounting income. For example, estimated costs of guarantees and of product war­anty contracts are recognized for accounting pur­poses in the current period but are reported for tax purposes in the period paid or in which the liability becomes fixed. *
8 Accounting Research Study No. 9, Interperiod Allocation of Corporate Income Taxes, pages 2-3 and 8-10.
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c. Revenues or gains are included in taxable income earlier than they are included in pretax accounting income. For example, rents collected in advance are reported for tax purposes in the period in which they are received but are deferred for accounting purposes until later periods when they are earned.d. Expenses or losses are deducted in determining tax­able income earlier than they are deducted in deter­mining pretax accounting income. For example, depreciation is reported on an accelerated basis for tax purposes but is reported on a straight-line basis for accounting purposes.
Additional examples of each type of timing difference are presented in Appendix A to this section (section 4091A).
.15 The timing differences of revenue and expense transactions entering into the determination of pretax ac­counting income create problems in the measurement of income tax expense for a period, since the income taxes payable for a period are not always determined by the same revenue and expense transactions used to determine pretax accounting income for the period. The amount of income taxes determined to be payable for a period does not, there­fore, necessarily represent the appropriate income tax ex­pense applicable to transactions recognized for financial accounting purposes in that period.
.16 Interperiod tax allocation procedures have been developed to account for the tax effects of transactions which involve timing differences. Interperiod allocation of income taxes results in the recognition of tax effects in the same periods in which the related transactions are recog­nized in the determination of pretax accounting income.
D iffering V iew points.17 Interpretations of the nature of timing differences are diverse, with the result that three basic methods of interperiod allocation of income taxes have developed and been adopted in practice. The three concepts and their ap­plications are described and evaluated in Chapters 2, 3 and 4 of Accounting Research Study No. 9. A brief description of each method follows.
.18 Interperiod tax allocation under the deferred method is a procedure whereby the tax effects of current
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timing differences are deferred currently and allocated to income tax expense of future periods when the timing dif­ferences reverse. The deferred method emphasizes the tax effects of timing differences on income of the period in which the differences originate. The deferred taxes are de­termined on the basis of the tax rates in effect at the time the timing differences originate and are not adjusted for subsequent changes in tax rates or to reflect the imposition of new taxes. The tax effects of transactions which reduce taxes currently payable are treated as deferred credits; the tax effects of transactions which increase taxes currently payable are treated as deferred charges. Amortization of these deferred taxes to income tax expense in future periods is based upon the nature of the transactions producing the tax effects and upon the manner in which these transactions enter into the determination of pretax accounting income in relation to taxable income.
.19 Interperiod tax allocation under the liability method is a procedure whereby the income taxes expected to be paid on pretax accounting income are accrued cur­rently. The taxes on components of pretax accounting in­come may be computed at different rates, depending upon the period in which the components were, or are expected to be, included in taxable income. The differences between income tax expense and income taxes payable in the pe­riods in which the timing differences originate are either liabilities for taxes payable in the future or assets for pre­paid taxes. The estimated amounts of future tax liabilities and prepaid taxes are computed at the tax rates expected to be in effect in the periods in which the timing differences reverse. Under the liability method the initial computa­tions are considered to be tentative and are subject to future adjustment if tax rates change or new taxes are imposed.
.20 Interperiod tax allocation under the net of tax method is a procedure whereby the tax effects (determined by either the deferred or liability methods) of timing dif­ferences are recognized in the valuation of assets and li­abilities and the related revenues and expenses. The tax effects are applied to reduce specific assets or liabilities on the basis that tax deductibility or taxability are factors in their valuation.
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.21 In addition to the different methods of applying interperiod tax allocation, differing views exist as to the extent to which interperiod tax allocation should be ap­plied in practice.
.22 Some transactions result in differences between pretax accounting income and taxable income which are permanent9 because under applicable tax laws and regula­tions the current differences will not be offset by corre­sponding differences in later periods. Other transactions, however, result in differences between pretax accounting in­come and taxable income which reverse or turn around in later periods; these differences are classified broadly as timing differences. The tax effects of certain timing dif­ferences often are offset in the reversal or turnaround period by the tax effects of similar differences originating in that period. Some view these differences as essentially the same as permanent differences because, in effect, the periods of reversal are indefinitely postponed. Others be­lieve that differences which originate in a period and differences which reverse in the same period are distinguish­able phases of separate timing differences and should be considered separately.
.23 In determining the accounting recognition of the tax effects of timing differences, the first question is whether there should be any tax allocation. One view  holds that interperiod tax allocation is never appropriate. Under this concept, income tax expense of a period equals income taxes payable for that period. This concept is based on the presumption that income tax expense of a period should be measured by the amount determined to be pay­able for that period by applying the laws and regulations of the governmental unit, and that the amount requires no adjustment or allocation. This concept has not been used widely in practice and is not supported presently to any significant extent.
.24 The predominant view holds that interperiod tax allocation is appropriate. However, two alternative con­cepts exist as to the extent to which it should be applied: partial allocation and comprehensive allocation.
9 See paragraph .32.
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Partial Allocation
.25 Under partial allocation the general presumption is that income tax expense of a period for financial ac­counting purposes should be the tax payable for the period. Holders of this view believe that when recurring differences between taxable income and pretax accounting income give rise to an indefinite postponement of an amount of tax payments or to continuing tax reductions, tax alloca­tion is not required for these differences. They believe that amounts not reasonably expected to be payable to, or recoverable from, a government as taxes should not affect net income. They point out in particular that the application of tax allocation procedures to tax payments or recoveries which are postponed indefinitely involves con­tingencies which are at best remote and thus, in their opinion, may result in an overstatement or understate­ment of expenses with consequent effects on net income.An example of a recurring difference not requiring tax allocation under this view is the difference that arises when a company having a relatively stable or growing invest­ment in depreciable assets uses straight-line depreciation in determining pretax accounting income but an accelerated method in determining taxable income. If tax allocation is applied by a company with large capital investments coupled with growth in depreciable assets (accentuated in periods of inflation) the resulting understatement of net income from using tax allocation is magnified.
.26 Holders of the view expressed in paragraph .25 believe that the only exceptions to the general presumption stated therein should be those instances in which specific nonrecurring differences between taxable income and pre­tax accounting income would lead to a material misstate­ment of income tax expense and net income. If such nonrecurring differences occur, income tax expense of a period for financial accounting purposes should be increased (or decreased) by income tax on differences between taxable income and pretax accounting income provided the amount of the increase (or decrease) can be reasonably expected to be paid as income tax (or recovered as a reduction of in­come taxes) within a relatively short period not exceeding, say, five years. An example would be an isolated install­
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ment sale of a productive facility in which the gross profit is reported for financial accounting purposes at the date of sale and for tax purposes when later collected. Thus, tax allocation is applicable only when the amounts are reasonably certain to affect the flow of resources used to pay taxes in the near future.
.27 Holders of this view state that comprehensive tax allocation, as opposed to partial allocation, relies on the so-called “ revolving” account approach which seems to suggest that there is a similarity between deferred tax accruals and other balance sheet items, like accounts pay­able, where the individual items within an account turn over regularly although the account balance remains con­stant or grows. For these other items, the turnover reflects actual, specific transactions—goods are received, liabilities are recorded and payments are subsequently made. For deferred tax accruals on the other hand, no such transac­tions occur—the amounts are not owed to anyone; there is no specific date on which they become payable, if ever; and the amounts are at best vague estimates depending on future tax rates and many other uncertain factors. Those who favor partial allocation suggest that accounting deals with actual events, and that those who would depart from the fact of the tax payment should show that the modi­fication will increase the usefulness of the reports to man­agement, investors or other users. To do this requires a demonstration that the current lower (or higher) tax pay­ments will result in higher (or lower) cash outflows for taxes within a span of time that is of significant interest to readers of the financial statements.
Comprehensive Allocation
.28 Under comprehensive allocation, income tax ex­pense for a period includes the tax effects of transactions entering into the determination of pretax accounting in­come for the period even though some transactions may affect the determination of taxes payable in a different period. This view recognizes that the amount of income taxes payable for a given period does not necessarily mea­sure the appropriate income tax expense related to trans­actions for that period. Under this view, income tax expense encompasses any accrual, deferral or estimation
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necessary to adjust the amount of income taxes payable for the period to measure the tax effects of those trans­actions included in pretax accounting income for that period. Those supporting comprehensive allocation be­lieve that the tax effects of initial timing differences should be recognized and that the tax effects should be matched with or allocated to those periods in which the initial differences reverse. The fact that when the initial differences reverse other initial differences may offset any effect on the amount of taxable income does not, in their opinion, nullify the fact of the reversal. The offsetting relationships do not mean that the tax effects of the differ­ences cannot be recognized and measured. Those support­ing comprehensive allocation state that the makeup of the balances of certain deferred tax amounts “ revolve” as the related differences reverse and are replaced by similar differences. These initial differences do reverse, and the tax effects thereof can be identified as readily as can those of other timing differences. W hile new differences may have an offsetting effect, this does not alter the fact of the reversal; without the reversal there would be different tax consequences. Accounting principles cannot be predicated on reliance that offsets will continue. Those supporting comprehensive allocation conclude that the fact that the tax effects of two transactions happen to go in opposite directions does not invalidate the necessity of recognizing separately the tax effects of the transactions as they occur.
.29 Under comprehensive allocation, material tax effects are given recognition in the determination of income tax expense, and the tax effects are related to the periods in which the transactions enter into the determination of pretax accounting income. The tax effects so determined are allocated to the future periods in which the differences between pretax accounting income and taxable income reverse. Those supporting this view believe that compre­hensive allocation is necessary in order to associate the tax effects with the related transactions. Only by the timely recognition of such tax effects is it possible to associate the tax effects of transactions with those transactions as they enter into the determination of net income. The need exists to recognize the tax effects of initial differences because only by doing so will the income tax expense in
§ 4091,29 © 1968, American Institute of Certified Public Accountants, Inc.
Income Taxes 2663
the periods of initial differences include the tax effects of transactions of those periods.
.30 Those who support comprehensive allocation be­lieve that the partial allocation concept in stressing cash outlays represents a departure from the accrual basis of accounting. Comprehensive allocation, in their view, re­sults in a more thorough and consistent association in the matching of revenues and expenses, one of the basic processes of income determination.
.31 These differences in viewpoint become most sig­nificant with respect to the tax effects of transactions of a recurring nature—for example, depreciation of machinery and equipment using the straight-line method for financial accounting purposes and an accelerated method for income tax purposes. Under partial allocation the tax effects of these timing differences would not be recognized under many circumstances; under comprehensive allocation the tax effects would be recognized beginning in the periods of the initial timing differences. Under partial allocation, the tax effects of these timing differences would not be recognized so long as it is assumed that similar timing differences would arise in the future creating tax effects at least equal to the reversing tax effects of the previous timing differences. Thus, under partial allocation, so long as the amount of deferred taxes is estimated to remain fixed or to increase, no need exists to recognize the tax effects of the initial differences because they probably will not “ reverse” in the foreseeable future. Under compre­hensive allocation tax effects are recognized as they occur.
Permanent Differences
.32 Some differences between taxable income and pre­tax accounting income are generally referred to as perma­nent differences. Permanent differences arise from statutory provisions under which specified revenues are exempt from taxation and specified expenses are not allowable as deduc­tions in determining taxable income. (Examples are interest received on municipal obligations and premiums paid on officers’ life insurance.) Other permanent differences arise from items entering into the determination of taxable in­come which are not components of pretax accounting income
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in any period. (Examples are the special deduction for certain dividends received and the excess of statutory deple­tion over cost depletion.)
Opinion
.33 The Board has considered the various concepts of accounting for income taxes and has concluded that comprehensive interperiod tax allocation is an integral part of the determination of income tax expense. Therefore, income tax expense should include the tax effects of reve­nue and expense transactions included in the determination of pretax accounting income. The tax effects of those transactions which enter into the determination of pre­tax accounting income either earlier or later than they be­come determinants of taxable income should be recognized in the periods in which the differences between pretax accounting income and taxable income arise and in the periods in which the differences reverse. Since permanent differences do not affect other periods, interperiod tax allo­cation is not appropriate to account for such differences.
.34 The Board has concluded that the deferred meth­od 10 of tax allocation should be followed since it provides the most useful and practical approach to interperiod tax allocation and the presentation of income taxes in financial statements.
.35 The tax effect of a timing difference should be measured by the differential between income taxes com­puted with and without inclusion of the transaction creating the difference between taxable income and pretax account­ing income. The resulting income tax expense for the period includes the tax effects of transactions entering into the determination of results of operations for the period. The resulting deferred tax amounts reflect the tax effects which will reverse in future periods. The measurement of income tax expense becomes thereby a consistent and integral part of the process of matching revenues and expenses in the determination of results of operations.
.36 In computing the tax effects referred to in para­graph .35 timing differences may be considered individually or similar timing differences may be grouped. The net
10 See paragraph .18.
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change in deferred taxes for a period for a group of similar timing differences may be determined on the basis of either (a) a combination of amounts representing the tax effects arising from timing differences originating in the period at the current tax rates and reversals of tax effects arising from timing differences originating in prior periods at the applicable tax rates reflected in the accounts as of the be­ginning of the period; or (b) if the applicable deferred taxes have been provided in accordance with this section on the cumulative timing differences as of the beginning of the period, the amount representing the tax effects at the current tax rates of the net change during the period in the cumulative timing differences. If timing differences are considered individually, or if similar timing differences are grouped, no recognition should be given to the reversal of tax effects arising from timing differences originating prior to the effective date of this section unless the appli­cable deferred taxes have been provided for in accordance with this section, either during the periods in which the timing differences originated or, retroactively, as of the effective date of this section. The method or methods adopted should be consistently applied.
Special Areas Requiring Further Study
.37 A number of other transactions have tax conse­quences somewhat similar to those discussed for timing dif­ferences. These transactions result in differences between taxable income and pretax accounting income in a period and, therefore, create a situation in which tax allocation procedures may be applicable in the determination of re­sults of operations. These transactions are also character­ized by the fact that the tax consequences of the initial differences between taxable income and pretax accounting income may not reverse until an indefinite future period, or conceivably some may never reverse. In addition, each of these transactions has certain unique aspects which create problems in the measurement and recognition of their tax consequences. These special areas are:
a. Undistributed earnings of subsidiaries.
b. Intangible development costs in the oil and gas industry.
APB Accounting Principles §  4091.37
2666 Revenue and Expense
c. “ General reserves’’ of stock savings and loan asso­ciations.
d. Amounts designated as “ policyholders’ surplus” by stock life insurance companies.
e. Deposits in statutory reserve funds by United States steamship companies.
.38 Section 2051.18, Consolidated Financial State­ments, states that:
“ When separate income tax returns are filed, in­come taxes usually are incurred when earnings of sub­sidiaries are transferred to the parent. Where it is reasonable to assume that a part or all of the undis­tributed earnings of a subsidiary will be transferred to the parent in a taxable distribution, provision for re­lated income taxes should be made on an estimated basis at the time the earnings are included in consoli­dated income, unless these taxes are immaterial in amount when effect is given, for example, to dividend- received deductions or foreign tax credits. There is no need to provide for income tax to the parent com­pany in cases where the income has been, or there is evidence that it will be, permanently invested by the subsidiaries, or where the only likely distribution would be in the form of a tax-free liquidation.’’
The Board has decided to defer any modification of the above position until the accounting research study on ac­counting for intercorporate investments is completed and an Opinion is issued on that subject.
.39 Intangible development costs in the oil and gas industry are commonly deducted in the determination of taxable income in the period in which the costs are in­curred. Usually the costs are capitalized for financial ac­counting purposes and are amortized over the productive periods of the related wells. A question exists as to whether the tax effects of the current deduction of these costs for tax purposes should be deferred and amortized over the productive periods of the wells to which the costs relate.Other items have a similar, or opposite, effect because of the interaction with “ percentage” depletion for income tax purposes. The Board has decided to defer any conclu­
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sion on these questions until the accounting research study on extractive industries is completed and an Opinion is issued on that subject.
.40 The “ general reserves” of stock savings and loan associations, amounts designated as “ policyholders’ sur­plus” by stock life insurance companies and deposits in statutory reserve funds by United States steamship com­panies each have certain unique aspects concerning the events or conditions which may lead to reversal of the initial tax consequences. The Board has decided to defer any conclusion as to whether interperiod tax allocation should be required in these special areas, pending further study and consideration with a view to issuing Opinions on these areas at a later date.
OPERATING LOSSES
Discussion
.41 An operating loss arises when, in the determina­tion of taxable income, deductions exceed revenues. Under applicable tax laws and regulations, operating losses of a period may be carried backward or forward for a definite period of time to be applied as a reduction in computing taxable income, if any, in those periods. When an operat­ing loss is so applied, pretax accounting income and tax­able income (after deducting the operating loss carryback or carryforward) will differ for the period to which the loss is applied.
.42 If operating losses are carried backward to earlier periods under provisions of the tax law, the tax effects of the loss carrybacks are included in the results of operations of the loss period, since realization is assured. If operating losses are carried forward under provisions of the tax law, the tax effects usually are not recognized in the accounts until the periods of realization, since realization of the benefits of the loss carryforwards generally is not assured in the loss periods. The only exception to that practice occurs in unusual circumstances when realization is as­sured beyond any reasonable doubt in the loss periods. Under an alternative view, however, the tax effects of loss carryforwards would be recognized in the loss periods unless specific reasons exist to question their realization.
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Opinion
.43 The tax effects of any realizable loss carrybacks should be recognized in the determination of net income (loss) of the loss periods. The tax loss gives rise to a refund (or claim for refund) of past taxes, which is both measur­able and currently realizable; therefore the tax effect of the loss is properly recognizable in the determination of net income (loss) for the loss period. Appropriate adjustments of existing net deferred tax credits may also be necessary in the loss period.
.44 The tax effects of loss carryforwards also relate to the determination of net income (loss) of the loss periods. However, a significant question generally exists as to realization of the tax effects of the carryforwards, since realization is dependent upon future taxable income. Ac­cordingly, the Board has concluded that the tax benefits of loss carryforwards should not be recognized until they are actually realized, except in unusual circumstances when re­alization is assured beyond any reasonable doubt at the time the loss carryforwards arise. When the tax benefits of loss carryforwards are not recognized until realized in full or in part in subsequent periods, the tax benefits should be reported in the results of operations of those periods as extraordinary items.11
.45 In those rare cases in which realization of the tax benefits of loss carryforwards is assured beyond any rea­sonable doubt, the potential benefits should be associated with the periods of loss and should be recognized in the determination of results of operations for those periods. Realization is considered to be assured beyond any reason­able doubt when conditions such as those set forth in para­graph .46 are present. (Also see paragraph .47.) The amount of the asset (and the tax effect on results of op­erations) recognized in the loss period should be computed at the rates expected12 to be in effect at the time of realiza­tion. If the applicable tax rates change from those used to measure the tax effect at the time of recognition, the effect of the rate change should be accounted for in the period of *1
11 See section 2010, Reporting the Results of Operations.12 The rates referred to here are those rates which, at the time the loss carry forward benefit is recognized for financial accounting purposes, have been enacted to apply to  appropriate future periods.
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the change as an adjustment of the asset account and of income tax expense.
.46 Realization of the tax benefit of a loss carry­forward would appear to be assured beyond any reasonable doubt when both of the following conditions exist: (a) the loss results from an identifiable, isolated and nonrecurring cause and the company either has been continuously profit­able over a long period or has suffered occasional losses which were more than offset by taxable income in subse­quent years, and (b) future taxable income is virtually certain to be large enough to offset the loss carryforward and will occur soon enough to provide realization during the carryforward period.
.47 Net deferred tax credits arising from timing dif­ferences may exist at the time loss carryforwards arise. In the usual case when the tax effect of a loss carryforward is not recognized in the loss period, adjustments of the existing net deferred tax credits may be necessary in that period or in subsequent periods. In this situation net deferred tax credits should be eliminated to the extent of the lower of (a) the tax effect of the loss carryforward, or (b) the amortization of the net deferred tax credits that would otherwise have occurred during the carryforward period. If the loss carryforward is realized in whole or in part in periods subsequent to the loss period, the amounts eliminated from the deferred tax credit accounts should be reinstated (at the then current tax rates) on a cumula­tive basis as, and to the extent that, the tax benefit of the loss carryforward is realized. In the unusual situation in which the tax effect of a loss carryforward is recognized as an asset in the loss year,13 the deferred tax credit ac­counts would be amortized in future periods as indicated in paragraph .18.
.48 The tax effects of loss carryforwards of purchased subsidiaries (if not recognized by the subsidiary prior to purchase) should be recognized as assets at the date of purchase only if realization is assured beyond any reason­able doubt. Otherwise they should be recognized only when the tax benefits are actually realized and should be re-
13 See paragraph .45.
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corded as retroactive adjustments 14 of the purchase trans­actions and treated in accordance with the procedures described in section 2051.09-.10, Consolidated Financial Statements. Retroactive adjustments of results of opera­tions for the periods subsequent to purchase may also be necessary if the balance sheet items affected have been subject to amortization in those periods.
.49 Tax effects of loss carryforwards arising prior to a quasi-reorganization (including for this purpose the ap­plication of a deficit in retained earnings to contributed capital) should, if not previously recognized, be recorded as assets at the date of the quasi-reorganization only if realization is assured beyond any reasonable doubt. If not previously recognized and the benefits are actually realized at a later date, the tax effects should be added to contributed capital because the benefits are attributable to the loss periods prior to the quasi-reorganization.
TAX ALLOCATION WITHIN A PERIOD
Discussion.50 The need for tax allocation within a period arises because items included in the determination of taxable in­come may be presented for accounting purposes as (a) extraordinary items, (b) adjustments of prior periods (or of the opening balance of retained earnings) or (c) as direct entries to other stockholders’ equity accounts.
Opinion.51 The Board has concluded that tax allocation within a period should be applied to obtain an appropriate relationship between income tax expense and (a) income before extraordinary items, (b) extraordinary items, (c) adjustments of prior periods (or of the opening balance of retained earnings) and (d) direct entries to other stock­holders’ equity accounts. The income tax expense attrib­utable to income before extraordinary items is computed by determining the income tax expense related to revenue and expense transactions entering into the determination of such income, without giving effect to the tax conse­quences of the items excluded from the determination of income before extraordinary items. The income tax ex­
14 See section 2010, Reporting the Results of Operations.
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pense attributable to other items is determined by the tax consequences of transactions involving these items. If an operating loss exists before extraordinary items, the tax consequences of such loss should be associated with the loss.
OTHER UNUSED DEDUCTIONS AND CREDITS
Opinion.52 The conclusions of this section, including par­ticularly the matters discussed in paragraphs .41-.49 on tax reductions resulting from operating losses, also apply to other unused deductions and credits for tax purposes that may be carried backward or forward in determining taxable income (for example, capital losses, contribution carryovers, and foreign tax credits).
FINANCIAL REPORTING
Discussion
Balance Sheet.53 Interperiod tax allocation procedures result in the recognition of several deferred tax accounts. Classification of deferred taxes in the balance sheet has varied in practice, with the accounts reported, alternatively, as follows:a. Separate current and noncurrent amounts. In this form of presentation all balance sheet accounts re­sulting from income tax allocation are classified into four separate categories—current assets, non- current assets, current liabilities and noncurrent liabilities.b. Net current and net noncurrent amounts. In this form of presentation all balance sheet accounts resulting from income tax allocation are classified into two categories—net current amount and net noncurrent amount.c. Single amount. In this form of presentation all balance sheet accounts resulting from income tax allocation are combined in a single amount.d. Net of tax presentation. Under this approach each balance sheet tax allocation account (or portions thereof) is reported as an offset to, or a valuation of, the asset or liability that gave rise to the tax effect. Net of tax presentation is an extension of a valuation concept and treats the tax effects as valu-
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ation adjustments of the related assets and lia­bilities.
Incom e Statem ent.54 Interperiod tax allocation procedures result in income tax expense generally different from the amount of income tax payable for a period. Three alternative ap­proaches have developed for reporting income tax expense:
a. Combined amount. In this presentation income tax expense for the period is reported as a single amount, after adjustment of the amount of income taxes payable for the period for the tax effects of those transactions which had different effects on pretax accounting income and on taxable income. This form of presentation emphasizes that income tax expense for the period is related to those trans­actions entering into the determination of pretax accounting income.b. Combined amount plus disclosure (or two or more separate amounts). In this presentation the amount of income taxes reported on the tax return is con­sidered significant additional information for users of financial statements. The amount of taxes pay­able (or the effect of tax allocation for the period) is, therefore, disclosed parenthetically or in a note to the financial statements. Alternatively, income tax expense may be disclosed in the income state­ment by presenting separate amounts—the taxes payable and the effects of tax allocation.c. “ Net of tax” presentation. Under the “ net of tax” concept the tax effects recognized under inter­period tax allocation are considered to be valuation adjustments to the assets or liabilities giving rise to the adjustments. For example, depreciation de­ducted for tax purposes in excess of that recog­nized for financial accounting purposes is held to reduce the future utility of the related asset be­cause of a loss of a portion of future tax deducti­bility. Thus, depreciation expense, rather than income tax expense, is adjusted for the tax effect of the difference between the depreciation amount used in the determination of taxable income and
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that used in the determination of pretax accounting income.
Opinion
B alance S h eet.55 Balance sheet accounts related to tax allocation are of two types:
a. Deferred charges and deferred credits relating to timing differences; and
b. Refunds of past taxes or offsets to future taxes arising from the recognition of tax effects of carry­backs and carryforwards of operating losses and similar items.
.56 Deferred charges and deferred credits relating to timing differences represent the cumulative recognition given to their tax effects and as such do not represent re­ceivables or payables in the usual sense. They should be classified in two categories—one for the net current amount and the other for the net noncurrent amount. This pres­entation is consistent with the customary distinction be­tween current and noncurrent categories and also recognizes the close relationship among the various deferred tax ac­counts, all of which bear on the determination of income tax expense. The current portions of such deferred charges and credits should be those amounts which relate to assets and liabilities classified as current. Thus, if installment receivables are a current asset, the deferred credits repre­senting the tax effects of uncollected installment sales should be a current item; if an estimated provision for warranties is a current liability, the deferred charge repre­senting the tax effect of such provision should be a current item..57 Refunds of past taxes or offsets to future taxes arising from recognition of the tax effects of operating loss carrybacks or carryforwards should be classified either as current or noncurrent. The current portion should be de­termined by the extent to which realization is expected to occur during the current operating cycle as defined in section 2031..58 Deferred taxes represent tax effects recognized in the determination of income tax expense in current and
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prior periods, and they should, therefore, be excluded from retained earnings or from any other account in the stock­holders’ equity section of the balance sheet.
Incom e Statem ent.59 In reporting the results of operations the com­ponents of income tax expense for the period should be disclosed, for example:a. Taxes estimated to be payableb. Tax effects of timing differencesc. Tax effects of operating losses.
These amounts should be allocated to (a) income before extraordinary items and (b) extraordinary items and may be presented as separate items in the income statement or, alternatively, as combined amounts with disclosure of the components parenthetically or in a note to the financial statements.
.60 When the tax benefit of an operating loss carry- forward is realized in full or in part in a subsequent period, and has not been previously recognized in the loss period, the tax benefit should be reported as an extraordinary item 15 in the results of operations of the period in which realized.
.61 Tax effects attributable to adjustments of prior periods (or of the opening balance of retained earnings) and direct entries to other stockholders’ equity accounts should be presented as adjustments of such items with dis­closure of the amounts of the tax effects.15
G e n e ra l.62 Certain other disclosures should be made in addi­tion to those set forth in paragraphs .55-.61:a. Amounts of any operating loss carryforwards not recognized in the loss period, together with expira­tion dates (indicating separately amounts which, upon recognition, would be credited to deferred tax accounts);b. Significant amounts of any other unused deductions or credits, together with expiration dates; andc. Reasons for significant variations in the customary relationships between income tax expense and pre­
15 See section 2010, Reporting the Results of Operations.
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tax accounting income, if they are not otherwise apparent from the financial statements or from the nature of the entity’s business.
The Board recommends that the nature of significant dif­ferences between pretax accounting income and taxable income be disclosed.
.63 The “ net of tax” form of presentation of the tax effects of timing differences should not be used for financial reporting. The tax effects of transactions entering into the determination of pretax accounting income for one period but affecting the determination of taxable income in a dif­ferent period should be reported in the income statement as elements of income tax expense and in the balance sheet as deferred taxes and not as elements of valuation of assets or liabilities.
EFFECTIVE DATE.64 This section shall be effective for all fiscal periods that begin after December 31, 1967. However, the Board encourages earlier application of the provisions of this section.
.65 Accordingly, the tax allocation procedures set forth in this section should be applied to timing differences occurring after the effective date. (See paragraph .36 for treatment of timing differences originating prior to the effective date.) Balance sheet accounts which arose from interperiod tax allocation and accounts stated on a net of tax basis prior to the effective date of this section should be presented in the manner set forth in this section.
.66 The Board recognizes that companies may apply this section retroactively to periods prior to the effective date to obtain comparability in financial presentations for the current and future periods. If the procedures are ap­plied retroactively, they should be applied to all material items of those periods insofar as the recognition of prior period tax effects of timing differences, operating losses and other deductions or credits is concerned. Any adjust­ments made to give retroactive effect to the conclusions stated in this section should be considered adjustments of prior periods and treated accordingly.16
16 See section 2010, Reporting the Results of Operations.
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Section 4091A
Income Taxes—
Appendix A
EXAMPLES OF TIMING DIFFERENCES.01 The following examples of timing differences are taken from Accounting Research Study No. 9, Interperiod Allocation of Corporate Income Taxes, by Homer A. Black, pages 8-10. They are furnished for illustrative purposes only without implying approval by the Board of the ac­counting practices described.
.02 (A) Revenues or gains are taxed after accruedfor accounting purposes:Profits on installment sales are recorded in accounts at date of sale and reported in tax returns when later collected.
Revenues on long-term contracts are re­corded in accounts on percentage-of-com­pletion basis and reported in tax returns on a completed-contract basis.
Revenue from leasing activities is re­corded in a lessor’s accounts based on the financing method of accounting and ex­ceeds rent less depreciation reported in tax returns in the early years of a lease.
Earnings of foreign subsidiary compa­nies are recognized in accounts currently and included in tax returns when later remitted.
(B) Expenses or losses are deducted for tax pur­poses after accrued for accounting purposes:Estimated costs of guarantees and prod­uct warranty contracts are recorded in accounts at date of sale and deducted in tax returns when later paid.
Expenses for deferred compensation, profit-sharing, bonuses, and vacation
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and severance pay are recorded in ac­counts when accrued for the applicable period and deducted in tax returns when later paid.
Expenses for pension costs are recorded in accounts when accrued for the appli­cable period and deducted in tax returns for later periods when contributed to the pension plan.
Current expenses for self-insurance are recorded in accounts based on consistent computations for the plan and deducted in tax returns when losses are later incurred.
Estimated losses on inventories and pur­chase commitments are recorded in ac­counts when reasonably anticipated and deducted in tax returns when later realized.
Estimated losses on disposal of facilities and discontinuing or relocating opera­tions are recorded in accounts when an­ticipated and determinable and deducted in tax returns when losses or costs are later incurred.
Estimated expenses of settling pending lawsuits and claims are recorded in ac­counts when reasonably ascertainable and deducted in tax returns when later paid.
Provisions for major repairs and main­tenance are accrued in accounts on a systematic basis and deducted in tax re­turns when later paid.
Depreciation recorded in accounts ex­ceeds that deducted in tax returns in early years because of:
accelerated method of computation for accounting purposesshorter lives for accounting purposes
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Organization costs are written off in ac­counts as incurred and amortized in tax returns.
.04 (C) Revenues or gains are taxed before accruedfor accounting purposes:
Kent and royalties are taxed when col­lected and deferred in accounts to later periods when earned.Fees, dues, and service contracts are taxed when collected and deferred in ac­counts to later periods when earned.Profits on intercompany transactions are taxed when reported in separate returns, and those on assets remaining within the group are eliminated in consolidated fi­nancial statements.Gains on sales of property leased hack are taxed at date of sale and deferred in accounts and amortized during the term of lease.Proceeds of sales of oil payments or ore payments are taxed at date of sale and deferred in accounts and recorded as rev­enue when produced.
.05 (D) Expenses or losses are deducted for tax pur­poses before accrued for accounting purposes:
Depreciation deducted in tax returns ex­ceeds that recorded in accounts in early years because of:
accelerated method of computation for tax purposesshorter guideline lives for tax pur­posesamortization of emergency facilities under certificates of necessity
Unamortized discount, issue cost and re­demption premium on bonds refunded are deducted in tax returns and deferred and amortized in accounts.
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Research and developments costs are de­ducted in tax returns when incurred and deferred and amortized in accounts.
Interest and taxes during construction are deducted in tax returns when incur­red and included in the cost of assets in accounts.
Preoperating expenses are deducted in tax returns when incurred and deferred and amortized in accounts.
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Section 4092
Tax Allocation Accounts— 
Discounting
Effective for fiscal periods beginning after December 31, 1966, unless otherwise indicated
.01 Accounting Research Study No. 9, Interperiod Al­location of Corporate Income Taxes,1 deals with the allo­cation of income taxes among accounting periods when revenues and expenses are reported for financial accounting purposes in different periods than they are for income tax purposes. The Board is presently giving attention to this general subject with a view to issuing an Opinion on it.1 2 One of the questions now being considered is whether certain long-term tax allocation accounts should be determined on a discounted basis as recommended in the Study. Pending further consideration of this subject and the broader as­pects of discounting as it is related to financial accounting in general and until the Board reaches a conclusion on this subject, it is the Board’s opinion that, except for applica­tions existing on the exposure date of this section (Sep­tember 26, 1966) with respect to transactions consummated prior to that date, deferred taxes should not be accounted for on a discounted basis.
1 Accounting Research Studies are not statements of this Board or of the American Institute of Certified Public Accountants, but are published for the purpose of stimulating discussion on important accounting issues.2 APB Opinion No. 11 was issued effective for fiscal periods beginning after December 31, 1967. See section 4091.
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New Depreciation Guidelines 
and Rules Issue date, unless otherwise indicated: November, 1962
.01 Accounting problems may arise in connection with the Depreciation Guidelines and Rules issued by the United States Treasury Department Internal Revenue Service as Revenue Procedure 62-21, effective July 12, 1962. [As amended, effective for fiscal periods beginning after De­cember 31, 1967, by APB Opinion No. 11.]
.02 The service lives suggested in the Guidelines for broad classes of depreciable assets are, in general, appre­ciably shorter than the individual lives given in Bulletin “ F ,” which was previously used as a guide in the determi­nation of deductible depreciation for income tax purposes.The Guidelines purport to bring the lives used for income tax purposes into line with the actual experience of tax­payers, and thereby reduce the areas of controversy as to the amount of deductible depreciation, but not to provide another type of accelerated depreciation.
.03 For the first three years, either the new Guideline lives, or lives longer than the Guideline lives, may be used for income tax purposes without challenge. Lives shorter than those found in the Guidelines may be used if they have previously been established or are justifiable as reflecting the taxpayer’s existing or intended retirement and replace­ment practices. If the “ reserve ratio” tests provided in the Procedure subsequently indicate that the lives used for income tax purposes are not in accordance with actual retirement and replacement practices, the lives may be lengthened in accordance with the “ life adjustment” tables provided in the Procedure. If the adjustment is not suffi­cient to bring tax and actual lives into line, the adjusted lives will then be replaced by lives determined in accord­ance with all of the facts and circumstances.
.04 A taxpayer should carefully review the estimates of useful life of depreciable property adopted for financial
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accounting purposes, with the objective of conforming them with Guideline lives to the extent that the latter fall within a reasonable range of estimated useful lives applicable in his business.
.05 With exceptions such as those discussed in para­graphs .06 and .07, net income for the period should not be increased as the result of the adoption of Guideline lives for income tax purposes only. Accordingly, where Guideline lives shorter than the lives used for financial accounting purposes are adopted for income tax purposes, provision for deferred income taxes should be made in the manner provided by section 4091. [As amended effective for fiscal periods beginning after December 31, 1967, by APB Opin­ion No. 11.]
.06 It may happen that a company has used shorter lives for accounting purposes than for tax purposes in the past, and now finds that these lives are longer than the new Guideline lives. If the lives previously used for accounting purposes are still considered reasonable, they presumably will be continued, but Guideline lives might be adopted for tax purposes. Tax-effect accounting should be introduced in this type of case in conformity with section 4091. [As amended, effective for fiscal periods beginning after De­cember 31, 1967, by APB Opinion No. 11.]
.07 It may develop that some regulatory authorities having jurisdiction over regulated businesses will prescribe the manner in which the tax effect of the adoption of Guide­line lives for income tax purposes only is to be dealt with for rate-making purposes. Where this is done, the princi­ples set forth in section 4074.07-.08 are applicable.
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Accounting for the 
Investment Credit This is a combination of APB Opinion No. 2, issued December, 1962, and APB Opinion No. 4 (Amending No. 2), issued March, 1964, unless otherwise indicated
.01 The Internal Revenue Code of 1954, as amended, provides for an “ investment credit” which, in general, is equal to a specified percentage of the cost of certain de­preciable assets acquired and placed in service after 1961.I t  is subject to certain statutory limitations and the amount available in any one year is used to reduce the amount of income tax payable for that year. An investment credit once allowed is subject to recapture under certain circum­stances set forth in the statute.
.02 Some decision as to the nature of the investment credit, i.e., as to the substance of its essential character­istics, if not indispensable, is of great significance in a determination of its accounting treatment.
.03 Three concepts as to the substance of the invest­ment credit have been considered by the Board: (a) sub­sidy by way of a contribution to capital; (b) reduction in taxes otherwise applicable to the income of the year in which the credit arises; and (c) reduction in a cost other­wise chargeable in a greater amount to future accounting periods.
.04 There is no significant disagreement with the view that the investment credit is a factor which influences the determination of net income. The basic accounting issue before us therefore is not whether the investment credit increases net income but, rather, the accounting period(s) during which it should be reflected in the operating state­ment. Resolution of the accounting issue, in large part, rests upon the accounting principles relative to the realiza­tion of income. This is true for both regulated and non- regulated companies. (See paragraph .22 of this section.)
Section 4094
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.05 Subsidy by way of a contribution to capital. This concept, in our opinion, is the least rational because it runs counter to the conclusion that the investment credit in­creases the net income of some accounting period(s).
.06 Tax reduction. The argument for this concept essentially is that since the investment credit is made avail­able by the Internal Revenue Code of 1954, as amended, it is in substance a selective reduction in taxes related to the taxable income of the year in which the credit arises.
.07 The General Rule of Section 38(a) of the Internal Revenue Code of 1954, as amended, provides that:
There shall be allowed, as a credit against the taximposed by this chapter, the amount determinedunder sub-part B of this part.
The tax code has traditionally distinguished between exclu­sions from taxable income (which affect the computation of taxes payable on taxable income of the period) and credits to be applied to reduce taxes otherwise applicable to such taxable income (which do not enter into such com­putation). In our view the relevant materials support the interpretation that the investment credit is an administra­tive procedure to permit the taxpayer to withhold the cash equivalent of the credit from taxes otherwise payable and that it is not an element entering into the computation of taxes related to income of the period.
.08 Cost reduction. We believe that the interpretation of the investment credit as a reduction in or offset against a cost otherwise chargeable in a greater amount to future accounting periods is supported by the weight of the per­tinent factors and is based upon existing accounting prin­ciples.
.09 In reaching this conclusion we have evaluated the pertinent portions of the legislative history of the invest­ment credit, which we regard as significant but not decisive. We also evaluated the pertinent provisions of the tax code which contain recapture and other provisions the effect of which is to make realization of the credit dependent to some degree on future events.
.10 In concluding that the cost reduction concept is based upon existing accounting principles we attach sub-
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stantial weight to two points in particular. First, in our opinion, earnings arise from the use of facilities, not from their acquisition. Second, the ultimate realization of the credit is contingent to some degree on future developments. Where the incidence of realization of income is uncertain, as in the present circumstances, we believe the record does not support the treatment of the investment credit as in­come at the earliest possible point of time. In our opinion the alternative choice of spreading the income in some rational manner over a series of future accounting periods is more logical and supportable.
.11 In December 1962 the Board stated (in APB Opin­ion No. 2):
“ . . . the allowable investment credit should be reflected in net income over the productive life of acquired property and not in the year in which it is placed in service.’’
.12 In January 1963 the Securities and Exchange Commission issued Accounting Series Release No. 96 in which it reported that in recognition of the substantial diversity of opinion among responsible persons in the mat­ter of accounting for the investment credit the Commission would accept statements in which the credit was accounted for either as this Board concluded in Opinion No. 2 or as a reduction in taxes otherwise applicable to the year in which the credit arises. The Commission has recently re­considered and reaffirmed that position.
.13 The Board’s review of experience since the issu­ance of Opinion No. 2 shows that the investment credit has been treated by a significant number of companies as an increase in net income of the year in which the credit arose.
.14 The Revenue Act of 1964 eliminates the require­ment imposed by the Revenue Act of 1962 that the in­vestment credit be treated for income tax purposes as a reduction in the basis of the property to which the credit relates.
CONCLUSIONS.15 I t  is the conclusion of this Board that the Reve­nue Act of 1964 does not change the essential nature of the investment credit and, hence, of itself affords no basis
§ 4094.15APB Accounting Principles
2686 Revenue and Expense
for revising our Opinion as to the method of accounting for the investment credit.
.16 However, the authority of Opinions of this Board rests upon their general acceptability. The Board, in the light of events and developments occurring since the issu­ance of Opinion No. 2, has determined that its conclusions as there expressed have not attained the degree of accepta­bility which it believes is necessary to make the Opinion effective.
.17 In the circumstances the Board believes that, while the method of accounting for the investment credit recommended in paragraph .11 should be considered to be preferable, the alternative method of treating the credit as a reduction of Federal income taxes of the year in which the credit arises is also acceptable.
.18 The Board emphasizes that whichever method of accounting for the investment credit is adopted, it is essential that full disclosure be made of the method fol­lowed and amounts involved, when material.
.19 A number of alternative choices for recording the credit on the balance sheet has been considered. While we believe the reflection of the allowable credit as a re­duction in the net amount at which the acquired property is stated (either directly or by inclusion in an offsetting account) may be preferable in many cases, we recognize as equally appropriate the treatment of the credit as de­ferred income, provided it is amortized over the produc­tive life of the acquired property.
.20 We believe it preferable that the statement of income in the year in which the allowable investment credit arises should be affected only by the results which flow from the accounting for the credit set forth in paragraph .11. Nevertheless, reflection of income tax provisions, in the income statement, in the amount payable (that is, after deduction of the allowable investment credit) is appropri­ate provided that a corresponding charge is made to an appropriate cost or expense (for example, to the provision for depreciation) and the treatment is adequately disclosed in the financial statements of the first year of its adoption.
.21 An investment credit should be reflected in the financial statements only to the extent that it has been
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used as an offset against income tax liability. Under the statute, unused investment credits may be carried back­ward or forward to other years. The amount of a carryback of unused investment credit may be set up as an asset (a claim for refund of income taxes) and be added to the al­lowable investment credit in accounting for the effect of the credit in the year in which the property is placed in service. A carryforward of unused investment credit should ordinarily be reflected only in the year in which the amount becomes “ allowable, ”  in which case the un­used amount would not appear as an asset. Either of two treatments is acceptable in the preparation of income statements for the year in which these carrybacks or carry­forwards are recognized: (a) the amount of taxes esti­mated to be actually payable for such year may be shown in the income statement, with the amount of the tax re­duction attributable to the amounts carried backward or forward indicated either in a footnote or parenthetically in the body of the income statement; or (b) the income statement may indicate the tax expense for the period with­out inclusion of such reduction, which reduction should be shown as a separate item in the statement of income. Material amounts of unused investment credits should be disclosed. [As amended, effective for fiscal periods be­ginning after December 31, 1966, by APB Opinion No. 9.]
.22 Authorities having jurisdiction over regulated business may require that the investment credit be ac­counted for in some manner not consistent with the con­clusions expressed in this section. We have previously stated our position on the issues involved in such a case (The Journal of Accountancy, December 1962, page 67— reprinted in section 6011). The position there taken is intended to permit the so-called “ flow through” treatment only in those circumstances where the standards described in that statement are met.
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Section 5111
Receivables from Officers, 
Employees or Affiliated 
Companies
Issue date, unless otherwise indicated: 1934 1
.01 Notes or accounts receivable due from officers, employees, or affiliated companies must be shown sepa­rately and not included under a general heading such as notes receivable or accounts receivable.
  The next page is 3051.  
1 The above rule was adopted by the membership of the Institute in 1934. It had been recommended in 1932 to the New York Stock Exchange by the Institute’s committee on cooperation with stock exchanges.
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Section 5121
Inventory Pricing Issue date, unless otherwise indicated:June, 1953
.01 Whenever the operation of a business includes the ownership of a stock of goods, it is necessary for ade­quate financial accounting purposes that inventories be properly compiled periodically and recorded in the ac­counts.1 Such inventories are required both for the state­ment of financial position and for the periodic measurement of income.
.02 This section sets forth the general principles ap­plicable to the pricing of inventories of mercantile and manufacturing enterprises. Its conclusions are not directed to or necessarily applicable to noncommercial businesses or to regulated utilities.
STATEMENT 1The term inventory is used herein to designate the aggregate of those items of tangible personal property which (1) are held for sale in the ordi­nary course of business, (2) are in process of pro­duction for such sale, or (3) are to be currently consumed in the production of goods or services to be available for sale.
Discussion.03 The term inventory embraces goods awaiting sale (the merchandise of a trading concern and the finished goods of a manufacturer), goods in the course of produc­tion (work in process), and goods to be consumed directly or indirectly in production (raw materials and supplies).This definition of inventories excludes long-term assets subject to depreciation accounting, or goods which, when put into use, will be so classified. The fact that a depreciable asset is retired from regular use and held for sale does not indicate that the item should be classified as part ofthe inventory. Raw materials and supplies purchased for ___________ ___________________________ _____  1 Prudent reliance upon perpetual inventory records is not precluded.
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production may be used or consumed for the construction of long-term assets or other purposes not related to pro­duction, but the fact that inventory items representing a small portion of the total may not be absorbed ultimately in the production process does not require separate classi­fication. By trade practice, operating materials and sup­plies of certain types of companies such as oil producers are usually treated as inventory.
STATEMENT 2
A major objective of accounting for invento­ries is the proper determination of income through the process of matching appropriate costs against revenues.
Discussion
.04 An inventory has financial significance because revenues may be obtained from its sale, or from the sale of the goods or services in whose production it is used. Nor­mally such revenues arise in a continuous repetitive process or cycle of operations by which goods are acquired and sold, and further goods are acquired for additional sales. In accounting for the goods in the inventory at any point of time, the major objective is the matching of appropriate costs against revenues in order that there may be a proper determination of the realized income. Thus, the inventory at any given date is the balance of costs applicable to goods on hand remaining after the matching of absorbed costs with concurrent revenues. This balance is appropriately carried to future periods provided it does not exceed an amount properly chargeable against the revenues expected to be obtained from ultimate disposition of the goods car­ried forward. In practice, this balance is determined by the process of pricing the articles comprised in the inventory.
STATEMENT 3
The primary basis of accounting for invento­ries is cost, which has been defined generally as the price paid or consideration given to acquire an asset. As applied to inventories, cost means in principle the sum of the applicable expenditures
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and charges directly or indirectly incurred in bringing an article to its existing condition and location.
Discussion.05 In keeping with the principle that accounting is primarily based on cost, there is a presumption that inven­tories should be stated at cost. The definition of cost as applied to inventories is understood to mean acquisition and production cost,2 and its determination involves many problems. Although principles for the determination of inventory costs may be easily stated, their application, par­ticularly to such inventory items as work in process and finished goods, is difficult because of the variety of prob­lems encountered in the allocation of costs and charges. For example, under some circumstances, items such as idle facility expense, excessive spoilage, double freight, and re­handling costs may be so abnormal as to require treatment as current period charges rather than as a portion of the inventory cost. Also, general and administrative expenses should be included as period charges, except for the portion of such expenses that may be clearly related to production and thus constitute a part of inventory costs (product charges). Selling expenses constitute no part of inventory costs. It should also be recognized that the exclusion of all overheads from inventory costs does not constitute an ac­cepted accounting procedure. The exercise of judgment in an individual situation involves a consideration of the ade­quacy of the procedures of the cost accounting system in use, the soundness of the principles thereof, and their con­sistent application.
STATEMENT 4Cost for inventory purposes may be deter­mined under any one of several assumptions as to the flow of cost factors (such as first-in first-out, average, and last-in first-out); the major objective in selecting a method should be to choose the one which, under the circumstances, most clearly re­flects periodic income.
2 In the case of goods which have been written down below cost at the close of a fiscal period, such reduced amount is to be considered the cost for subsequent accounting purposes.
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Discussion.06 The cost to be matched against revenue from a sale may not be the identified cost of the specific item which is sold, especially in cases in which similar goods are pur­chased at different times and at different prices. While in some lines of business specific lots are clearly identified from the time of purchase through the time of sale and are costed on this basis, ordinarily the identity of goods is lost between the time of acquisition and the time of sale. In any event, if the materials purchased in various lots are identi­cal and interchangeable, the use of identified cost of the various lots may not produce the most useful financial statements. This fact has resulted in the development of general acceptance of several assumptions with respect to the flow of cost factors (such as first-in first-out, average, and last-in first-out) to provide practical bases for the measurement of periodic income.3 In some situations a re­versed mark-up procedure of inventory pricing, such as the retail inventory method, may be both practical and ap­propriate. The business operations in some cases may be such as to make it desirable to apply one of the acceptable methods of determining cost to one portion of the inventory or components thereof and another of the acceptable methods to other portions of the inventory.
.07 Although selection of the method should be made on the basis of the individual circumstances, it is obvious that financial statements will be more useful if uniform methods of inventory pricing are adopted by all companies within a given industry.
STATEMENT 5A departure from the cost basis of pricing the inventory is required when the utility of the goods is no longer as great as its cost. Where there is evidence that the utility of goods, in their disposal in the ordinary course of business, will be less than
3 Standard costs are acceptable if adjusted at reasonable intervals to reflect current conditions so that at the balance-sheet date standard costs reasonably approximate costs computed under one of the recognized bases. In such cases descriptive language should be used which will express this relationship, as, for instance, “approximate costs determined on the first-in first-out basis,” or, if it is desired to mention standard costs, “at standard costs, approximating average costs.”
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cost, whether due to physical deterioration, obso­lescence, changes in price levels, or other causes, the difference should be recognized as a loss of the current period. This is generally accomplished by stating such goods at a lower level commonly des­ignated as market.
Discussion
.08 Although the cost basis ordinarily achieves the objective of a proper matching of costs and revenues, under certain circumstances cost may not be the amount properly chargeable against the revenues of future periods. A de­parture from cost is required in these circumstances be­cause cost is satisfactory only if the utility of the goods has not diminished since their acquisition; a loss of utility is to be reflected as a charge against the revenues of the period in which it occurs. Thus, in accounting for inven­tories, a loss should be recognized whenever the utility of goods is impaired by damage, deterioration, obsolescence, changes in price levels, or other causes. The measurement of such losses is accomplished by applying the rule of pric­ing inventories at cost or market, whichever is lower. This provides a practical means of measuring utility and thereby determining the amount of the loss to be recognized and accounted for in the current period.
STATEMENT 6As used in the phrase lower of cost or market * the term market means current replacement cost (by purchase or by reproduction, as the case may be) except that:
(1) Market should not exceed the net realizable value (i.e., estimated selling price in the ordinary course of business less reasonably predictable costs of completion and disposal); and
(2) Market should not be less than net realizable value reduced by an allowance for an approxi­mately normal profit margin.
* The terms cost or m arket, w hichever is  low er and low er o f  cost or m arket are used synonymously in general practice and in this section. The com­mittee does not express any preference for either of the two alternatives.
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Discussion
.09 The rule of cost or market, whichever is lower is intended to provide a means of measuring the residual use­fulness of an inventory expenditure. The term market is therefore to be interpreted as indicating utility on the in­ventory date and may be thought of in terms of the equiva­lent expenditure which would have to be made in the ordinary course at that date to procure corresponding utility. As a general guide, utility is indicated primarily by the current cost of replacement of the goods as they would be obtained by purchase or reproduction. In apply­ing the rule, however, judgment must always be exercised and no loss should be recognized unless the evidence indi­cates clearly that a loss has been sustained. There are therefore exceptions to such a standard. Replacement or reproduction prices would not be appropriate as a measure of utility when the estimated sales value, reduced by the costs of completion and disposal, is lower, in which case the realizable value so determined more appropriately meas­ures utility. Furthermore, where the evidence indicates that cost will be recovered with an approximately normal profit upon sale in the ordinary course of business, no loss should be recognized even though replacement or reproduc­tion costs are lower. This might be true, for example, in the case of production under firm sales contracts at fixed prices, or when a reasonable volume of future orders is assured at stable selling prices.
.10 Because of the many variations of circumstances encountered in inventory pricing, Statement 6 is intended as a guide rather than a literal rule. It should be applied realistically in the light of the objectives expressed in this section and with due regard to the form, content, and com­position of the inventory. The committee considers, for example, that the retail inventory method, if adequate markdowns are currently taken, accomplishes the objec­tives described herein. It also recognizes that, if a business is expected to lose money for a sustained period, the inven­tory should not be written down to offset a loss inherent in the subsequent operations.
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STATEMENT 7Depending on the character and composition of the inventory, the rule of cost or market, which­ever is lower may properly be applied either di­rectly to each item or to the total of the inventory (or, in some cases, to the total of the components of each major category). The method should be that which most clearly reflects periodic income.
Discussion
.11 The purpose of reducing inventory to market is to reflect fairly the income of the period. The most common practice is to apply the lower of cost or market rule sep­arately to each item of the inventory. However, if there is only one end-product category the cost utility of the total stock—the inventory in its entirety—may have the greatest significance for accounting purposes. Accordingly, the re­duction of individual items to market may not always lead to the most useful result if the utility of the total inventory to the business is not below its cost. This might be the case if selling prices are not affected by temporary or small fluc­tuations in current costs of purchase or manufacture. Sim­ilarly, where more than one major product or operational category exists, the application of the cost or market, whichever is lower rule to the total of the items included in such major categories may result in the most useful deter­mination of income.
.12 When no loss of income is expected to take place as a result of a reduction of cost prices of certain goods be­cause others forming components of the same general cate­gories of finished products have a market equally in excess of cost, such components need not be adjusted to market to the extent that they are in balanced quantities. Thus, in such cases, the rule of cost or market, whichever is lower may be applied directly to the totals of the entire inven­tory, rather than to the individual inventory items, if they enter into the same category of finished product and if they are in balanced quantities, provided the procedure is ap­plied consistently from year to year.
.13 To the extent, however, that the stocks of partic­ular materials or components are excessive in relation to
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others, the more widely recognized procedure of applying the lower of cost or market to the individual items consti­tuting the excess should be followed. This would also apply in cases in which the items enter into the production of unrelated products or products having a material variation in the rate of turnover. Unless an effective method of clas­sifying categories is practicable, the rule should be applied to each item in the inventory.
.14 When substantial and unusual losses result from the application of this rule it will frequently be desirable to disclose the amount of the loss in the income statement as a charge separately identified from the consumed in­ventory costs described as cost of goods sold.
STATEMENT 8The basis of stating inventories must be con­sistently applied and should be disclosed in the financial statements; whenever a significant change is made therein, there should be disclosure of the nature of the change and, if material, the effect on income.
Discussion.15 While the basis of stating inventories does not affect the over-all gain or loss on the ultimate disposition of inventory items, any inconsistency in the selection or employment of a basis may improperly affect the periodic amounts of income or loss. Because of the common use and importance of periodic statements, a procedure adopted for the treatment of inventory items should be consistently applied in order that the results reported may be fairly allocated as between years. A change of such basis may have an important effect upon the interpretation of the financial statements both before and after that change, and hence, in the event of a change, a full disclosure of its nature and of its effect, if material, upon income should be made. (See also section 2031.09.)
STATEMENT 9Only in exceptional cases may inventories properly be stated above cost. For example, pre-
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cious metals having a fixed monetary value with no substantial cost of marketing may be stated at such monetary value; any other exceptions must be justifiable by inability to determine appropriate approximate costs, immediate marketability at quoted market price, and the characteristic of unit interchangeability. Where goods are stated above cost this fact should be fully disclosed.
Discussion
.16 It is generally recognized that income accrues only at the time of sale, and that gains may not be anticipated by reflecting assets at their current sales prices. For certain articles, however, exceptions are permissible. Inventories of gold and silver, when there is an effective government- controlled market at a fixed monetary value, are ordinarily reflected at selling prices. A similar treatment is not un­common for inventories representing agricultural, mineral, and other products, units of which are interchangeable and have an immediate marketability at quoted prices and for which appropriate costs may be difficult to obtain. Where such inventories are stated at sales prices, they should of course be reduced by expenditures to be incurred in dis­posal, and the use of such basis should be fully disclosed in  the financial statements.
STATEMENT 10
Accrued net losses on firm purchase commit­ments for goods for inventory, measured in the same way as are inventory losses, should, if  mate­rial, be recognized in the accounts and the amounts thereof separately disclosed in the income state­ment.
Discussion.17 The recognition in a current period of losses aris­ing from the decline in the utility of cost expenditures is equally applicable to similar losses which are expected to arise from firm, uncancelable, and unhedged commitments for the future purchase of inventory items. The net loss on such commitments should be measured in the same way as are inventory losses and, if material, should be recognized
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in the accounts and separately disclosed in the income statement. The utility of such commitments is not impaired, and hence there is no loss, when the amounts to be realized from the disposition of the future inventory items are ade­quately protected by firm sales contracts or when there are other circumstances which reasonably assure continuing sales without price decline.
The next page is 3201.
§ 5121.17 ©  1968, American Institute of Certified Public Accountants, Inc.
3201
Accounting for Intangible 
Assets
Section 5141
Issue date, unless otherwise indicated: June, 1953
.01 This section deals with problems involved in accounting for certain types of assets classified by account­ants as intangibles, specifically, those acquired by the issuance of securities or purchased for cash or other con­sideration. Such assets may be purchased or acquired separately for a specified consideration or may be pur­chased or acquired, together with other assets, for a lump­sum consideration without specification by either the seller or the purchaser, at the time of purchase, of the portions of the total price which are applicable to the respective assets thus acquired. In dealing with the intangible assets herein considered, important questions arise as to the initial carrying amount of such assets, the amortization of such amount where their term of existence is definitely limited or problematical, and their write-down or write-off at some later time where there is a substantial and per­manent decline in the value of such assets. These questions involve basic accounting principles of balance-sheet pres­entation and income determination and this section is designed to promote a fuller consideration of those princi­ples. It does not, however, deal with the problems of accounting for intangibles developed in the regular course of business by research, experimentation, advertising, or otherwise.
CLASSIFICATION OF INTANGIBLES
.02 The intangibles herein considered may be broadly classified as follows:
(a) Those having a term of existence limited by law, regulation, or agreement, or by their nature (such as patents, copyrights, leases, licenses, franchises for a fixed term, and goodwill as to which there is evidence of limited duration);
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(b) Those having no such limited term of exist­ence and as to which there is, at the time of acquisition, no indication of limited life (such as goodwill gen­erally, going value, trade names, secret processes, sub­scription lists, perpetual franchises, and organization costs).
.03 The intangibles described above will hereinafter be referred to as type (a) and type (b) intangibles, re­spectively. The portion of a lump-sum consideration deemed to have been paid for intangible elements when a mixed aggregate of tangible and intangible property is acquired, or the excess of a parent company’s investment in the stock of a subsidiary over its equity in the net assets of the subsidiary as shown by the latter’s books at the date of acquisition, in so far as that excess would be treated as an intangible in consolidated financial state­ments of the parent and the subsidiary, may represent intangibles of either type (a) or type (b) or a combina­tion of both.
INITIAL CARRYING AMOUNT
.04 The initial amount assigned to all types of in­tangibles should be cost, in accordance with the generally accepted accounting principle that assets should be stated at cost when they are acquired. In the case of non-cash acquisitions, as, for example, where intangibles are ac­quired in exchange for securities, cost may be considered as being either the fair value of the consideration given or the fair value of the property or right acquired, which­ever is the more clearly evident.
AMORTIZATION OF INTANGIBLES
Type (a)
.05 The cost of type (a) intangibles should be amortized by systematic charges in the income statement over the period benefited, as in the case of other assets having a limited period of usefulness. If it becomes evi­dent that the period benefited will be longer or shorter than originally estimated, recognition thereof may take the form of an appropriate decrease or increase in the rate of amortization or a partial write-down may be made by a charge against income (see section 2010.20-.22). [As
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amended, effective for fiscal periods beginning after De­cember 31, 1966, by APB Opinion No. 9.]
Type (b).06 When it becomes reasonably evident that the term of existence of a type (b) intangible has become limited and that it has therefore become a type (a) intangible, its cost should be amortized by systematic charges in the income statement over the estimated remaining period of usefulness or a partial write-down may be made by a charge against income (see section 2010.20-.22) and the rest of the cost may be amortized over the remaining period of usefulness. [As amended, effective for fiscal periods beginning after December 31 , 1966, by APB Opinion No. 9.]
.07 When a corporation decides that a type (b) in­tangible may not continue to have value during the entire life of the enterprise it may amortize the cost of such intangible by systematic charges against income despite the fact that there are no present indications of limited existence or loss of value which would indicate that it has become type (a), and despite the fact that expenditures are being made to maintain its value. Such amortization is within the discretion of the company and is not to be regarded as obligatory. The plan of amortization should be reasonable; it should be based on all the surrounding circumstances, including the basic nature of the intangible and the expenditures currently being made for develop­ment, experimentation, and sales promotion. Where the intangible is an important income-producing factor, and is currently being maintained by advertising or otherwise, the period of amortization should be reasonably long. [As amended, effective for fiscal periods beginning after De­cember 31, 1965, by APB Opinion No. 6.]
WRITE-OFF OF INTANGIBLES.08 The cost of type (b) intangibles should be written off when it becomes reasonably evident that they have become worthless. Under such circumstances the amount at which they are carried on the books should be charged off in the income statement (see section 2010.20-.22). In determining whether an investment in type (b) intangibles has become or is likely to become worthless, consideration should be given to the fact that in some cases intangibles
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acquired by purchase may merge with, or be replaced by, intangibles acquired or developed with respect to other products or lines of business and that in such circumstances the discontinuance of a product or line of business may not in fact indicate loss of value. [As amended, effective for fiscal periods beginning after December 31, 1966, by APB Opinion No. 9.]
LIMITATION ON WRITE-OFF OF INTANGIBLES.09 Lump-sum write-offs of intangibles should not be made to earned surplus immediately after acquisition, nor should intangibles be charged against capital surplus. If not amortized systematically, intangibles should be carried at cost until an event has taken place which indicates a loss or a limitation on the useful life of the intangibles.
PURCHASE OF SUBSIDIARY’S STOCK OR 
BASKET PURCHASE OF ASSETS.10 A problem arises in cases where a group of in­tangibles or a mixed aggregate of tangible and intangible property is acquired for a lump-sum consideration, or when the consideration given for a stock investment in a subsidiary is greater than the net assets of such sub­sidiary applicable thereto, as carried on its books at the date of acquisition. In this latter type of situation there is a presumption that the parent company, in effect, placed a valuation greater than their carrying amount on some of the assets of the subsidiary in arriving at the price it was willing to pay for its investment therein. The parent corporation may have (a) paid amounts in excess of carry­ing amounts for specific assets of the subsidiary or (b) paid for the general goodwill of the subsidiary. In these cases, if practicable, there should be an allocation, as be­tween tangible and intangible property, of the cost of the mixed aggregate of property or of the excess of a parent’s investment over its share of the amount at which the subsidiary carried its net assets on its books at the date of acquisition. Any amount allocated to intangibles should be further allocated to determine, if practicable, a separate cost for each type (a) intangible and for at least the aggre­gate of all type (b) intangibles. The amounts so allocated to intangibles should thereafter be dealt with in accordance with the procedures outlined in this section.
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Unamortized Discount, Issue Cost, 
and Redemption Premium on 
Bonds Refunded1 Issue date, unless otherwise indicated: June, 1953
.01 Until the early days of the century, bond discount was commonly regarded as a capital charge. When the un­soundness of this treatment was recognized, alternative methods of treatment became accepted, under one of which the discount was distributed over the term of the issue, and under the other the discount was charged immediately against surplus, the latter being regarded generally as the preferable course.
.02 Present-day treatment recognizes that on an issue of bonds the amount agreed to be paid (whether nominally as interest or as principal) in excess of the net proceeds constitutes the compensation paid for the use of the money. Where bonds are issued at a discount it is customary to distribute the discount over the term of the bond issue and to charge both the coupon interest and the allocated dis­count directly to income.
.03 In the committee’s opinion it is a sound account­ing procedure to treat such discount as a part of the cost of borrowed money to be distributed systematically over the term of the issue and charged in successive annual in­come accounts of the company. The anticipation of this income charge by a debit to income of a previous year or to surplus has in principle no more justification than would a corresponding treatment of coupons due in future years.
.04 The argument advanced in favor of immediately writing off discount was that it extinguished an asset that was only nominal in character and that it resulted in a conservative balance sheet. The weight attached to this argument has steadily diminished, and increasing weight has been given to the arguments that all such charges should be reflected under the proper head in the income 1
1 See also section 5516, C onvertible D e b t and D e b t Issued w ith  S tock  Purchase W arrants.
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account, and that conservatism in the balance sheet is of dubious value if attained at the expense of a lack of con­servatism in the income account, which is far more sig­nificant.
TREATMENT OF UNAMORTIZED DISCOUNT, ISSUE 
COST, AND REDEMPTION PREMIUM 
ON BONDS REFUNDED
.05 Discussion of the treatment of unamortized dis­count, issue cost, and redemption premium on bonds re­funded (hereinafter referred to as unamortized discount) has revolved mainly about three methods of disposing of the unamortized balance:
(a) A direct write-off to income or earned surplus,(b) Amortization over the remainder of the original life of the issue retired, or(c) Amortization over the life of the new issue.
Each of these methods has had support in court decisions, in determinations by regulatory agencies, and in account­ing literature. The reasoning and conclusions reached by the committee in regard to them are given here.
Direct Write-Off.06 It is acceptable accounting to write off unamor­tized discount in full in the year of refunding. This treat­ment is based on the view that the unamortized bond discount represents in effect the cost of the privilege of terminating a borrowing contract which has become dis­advantageous and hence comes under the accounting doc­trine that a loss or expense should be recognized as such not later than the time when the series of transactions giving rise to it is completed.
.07 Unamortized discount should not be written off against retained earnings. The decision as to whether a direct write-off of unamortized bond discount is to be clas­sified as an extraordinary item should be governed by the criteria set forth in section 2010.20-.21. [As amended, ef­fective for fiscal periods beginning after December 31, 1966, by APB Opinion No. 9.]
Amortization over Remainder of Original Life of Retired Issue.08 The second alternative, distributing the charge over the remainder of the original life of the bonds re-
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funded, has strong support in accounting theory. Its chief merit lies in the fact that it results in reflection of the re­financing expense as a direct charge under the appropriate head in a series of income accounts related to the term of the original borrowing contract.
.09 This method is based on the accounting doctrine that when a cost is incurred the benefits of which may rea­sonably be expected to be realized over a period in the future, it should be charged against income over such pe­riod. In behalf of this method, it is argued that the un­amortized bond discount represents the cost of making a more advantageous arrangement for the unexpired term of the old agreement. In other words, such discount is re­garded as the cost of an option included in the borrowing contract to enable a corporation to anticipate the maturity of its obligations if it finds it possible to refund them at a lower cost, either as the result of a favorable change in interest rates or as the result of its own improved credit. Continuing this line of reasoning, it is argued that the cost of money over the entire period of the original issue is affected by the terms of the original contract, and that if the cost of anticipating maturity is incurred, it is only be­cause it is advantageous to do so; if the saving over the unexpired term of the old bonds will exceed the amount of unamortized discount to be disposed of, such discount should properly be spread over that unexpired term as a proper element of the cost of borrowed money.
.10 This method should be regarded as preferable. It conforms more closely than any other method to current accounting opinion.
.11 Where this method is adopted the reduction in current income tax resulting from the refunding should be apportioned over the future period in conformity with sec­tion 4091, Income Taxes. [As amended effective for fiscal periods beginning after December 31, 1967, by APB Opinion No. 11.]
Amortization over Life of New Issue
.12 The third method, amortization over the life of the new issue, is appropriate under circumstances where the refunding takes place because of currently lower in­terest rates or anticipation of higher interest rates in the
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future. In such circumstances, the expected benefits justify spreading the costs over the life of the new issue, and this method is, therefore, acceptable. Paragraph .11 of this sec­tion is applicable when this method is adopted. [As amended, effective for fiscal periods beginning after De­cember 3 1 , 1965, by APB Opinion No. 6.]
OTHER CONSIDERATIONS
.13 If the unamortized discount is carried forward after refunding it is acceptable to accelerate the amortiza­tion over a shorter period than that mentioned in paragraph .09 as long as the charge is made against income and is not in any year so large as seriously to distort the income fig­ure for that year. Such acceleration may be regarded as a middle course between two alternatives (immediate writ­ing off and spreading over the life of the old issue), each of which is acceptable, and, therefore, as being itself acceptable.
.14 If the debt is to be paid off through a new issue with a term less than the remaining life of the old issue the amortization should be completed over the shorter period.
.15 The method employed should be clearly disclosed, and if the unamortized discount is carried forward the amount of the annual charge should, if significant in amount, be shown separately from other charges for amor­tization of bond discount and expense.
.16 The committee does not regard the charging of unamortized bond discount to capital surplus as an accept­able accounting treatment.
.17 If the debt is discharged—otherwise than by re­funding—before the original maturity date of the issue, any balance of discount and other issue cost then remain­ing on the books, and any redemption premium, should be written off at the date of such retirement by a charge against income. (See section 2010.19-.21.) [As amended, effective for fiscal periods beginning after December 31, 1966, by APB Opinion No. 9.]
§ 5151.13 ©  1968, American Institute of Certified Public Accountants, Inc.
3405
Amortization of Debt 
Discount and Expense 
or Premium
Effective for fiscal periods beginning after December 31, 1967, unless otherwise indicated
.01 Questions have been raised as to the appropriate­ness of the “ interest” method of periodic amortization of discount and expense or premium on debt (i.e., the differ­ence between the net proceeds, after expense, received upon issuance of debt and the amount repayable at its maturity) over its term. The objective of the interest method is to arrive at a periodic interest cost (including amortization) which will represent a level effective rate on the sum of the face amount of the debt and (plus or minus) the unamor­tized premium or discount and expense at the beginning of each period. The difference between the periodic interest cost so calculated and the nominal interest on the outstand­ing amount of the debt is the amount of periodic amortiza­tion.
.02 In the Board’s opinion, the interest method of amortization is theoretically sound and an acceptable method.
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Reporting of Leases in 
Financial Statements 
of Lessee
Issue date, unless otherwise indicated: September, 1964
INTRODUCTION.01 This section sets forth the Board’s views as to proper procedures or methods for implementing generally accepted accounting principles governing accounting for assets and liabilities and income and expense with respect to leases and sale and leasebacks. It supersedes Chapter 14 of Accounting Research Bulletin No. 43, Disclosure of Long-Term Leases in Financial Statements of Lessees. This section makes no distinction between leases of real property and leases of personal property. Because of the highly specialized problems involved, this section does not apply to agreements concerning natural resources such as oil, gas, timber and mineral rights.
.02 The two principal recommendations of Chapter 14 of Accounting Research Bulletin No. 43 were:
(1) . . . where the rentals or other obligations under long-term leases are material in the circumstances, the committee is of the opinion that:(a) disclosure should be made in financial statements or in notes thereto o f :(1) the amounts of annual rentals to be paid under such leases with some indication of the periods for which they are payable and(2) any other important obligation as­sumed or guarantee made in connection there­with;(b) the above information should be given not only in the year in which the transaction origi­nates but also as long thereafter as the amounts involved are material; and(c) in addition, in the year in which the trans­action originates, there should be disclosure of the
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principal details of any important sale-and-lease transaction.(2) . . . the committee is of the opinion that the facts relating to all such leases should be carefully con­sidered and that, where it is clearly evident that the transaction involved is in substance a pur­chase, the “ leased” property should be included among the assets of the lessee with suitable ac­counting for the corresponding liabilities and for the related charges in the income statement.
.03 In the period since the issuance of the Bulletin, the practice of obtaining by lease the right to use property has continued on an important scale. Although relatively more information about leases has been disclosed in finan­cial statements of lessees in recent years, no consistent pattern has emerged, and the extent of disclosure of perti­nent information has often been inadequate. In addition, there have been relatively few instances of capitalization of leased property and recognition of the related obligation, which suggests that the criteria for determining when a lease is in substance a purchase require clarification.
.04 The situation described in the preceding para­graph caused the accounting research division of the Amer­ican Institute of Certified Public Accountants to undertake a research study on reporting of leases in financial state­ments.1 This study recommended, in part:
. . .  To the extent then that leases give rise to prop­erty rights, those rights and related liabilities should be measured and incorporated in the balance sheet.The major question then is what leases, or parts of leases, give rise to property rights. . . . (p. 4)To the extent, then, that the rental payments rep­resent a means of financing the acquisition of property rights which the lessee has in his possession and under his control, the transaction constitutes the acquisition of an asset with a related obligation to pay for it. To the extent, however, that the rental payments are for services such as maintenance, insurance, property taxes, heat, light, and elevator service, no asset has been acquired, and none should be recorded. . . .
1 Accounting Research Study No. 4, R eportin g  o f  L eases in Financial S ta tem en ts  by John H. Myers, published for its accounting research division by the American Institute of Certified Public Accountants in May, 1962. (Accounting research studies are not statements of this Board or of the Insti­tute but are published for the purpose of stimulating discussion on important accounting issues.)§ 5351.03 ©  1968, American Institute of Certified Public Accountants, Inc.
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The measurement of the asset value and the re­lated liability involves two steps: (1) the determi­nation of the part of the rentals which constitutes payment for property rights, and (2) the discounting of those rentals at an appropriate rate of interest. . . .On the balance sheet the property rights acquired under lease should be grouped with the other property accounts, but probably separately classified in order to disclose the existence of the lease arrangement. The liability should be divided into its current and long­term portions and shown in the appropriate classifica­tion. . . . (p. 5)
In effect, the proposed balance-sheet treatment re­moves the charge for “ rent” in the [income state­ment] accounts as an occupancy cost and instead treats it simply as a payment of an obligation and interest thereon. In its place is put “ amortization of property right acquired under lease” (an occupancy cost) and “ interest” (a financial expense). In the case of manu­facturing concerns there probably would be a related effect on the valuation of work in process and of fin­ished goods. (p. 6)
.05 The Accounting Principles Board has considered the recommendations and the supporting argument pre­sented in Accounting Research Study No. 4. The Board agrees that the nature of some lease agreements is such that an asset and a related liability should be shown in the balance sheet, and that it is important to distinguish this type of lease from other leases. The Board believes, how­ever, that the distinction depends on the issue of whether or not the lease is in substance a purchase of the property rather than on the issue of whether or not a property right exists. The Board believes that the disclosure requirements regarding leases contained in Accounting Research Bulle­tin No. 43, Chapter 14, should be extended, and the criteria for identification of lease agreements which are in effect installment purchases of property should be clarified. The Board also believes that accounting for gains and losses on sale-and-leaseback transactions should be specifically dealt with in this section.
DISCUSSION.06 The central question is whether assets and liabili­ties are created by leases which convey the right to use property if no equity is accumulated in the property by the
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lessee. Chapter 14 of Accounting Research Bulletin No. 43 and Accounting Research Study No. 4 agree that leases which are clearly in substance purchases result in assets and liabilities which should be recorded, and that to the extent rental payments are for services, such as property taxes, utilities, maintenance, and so forth, they should be charged to current operations. They disagree with regard to leases which convey merely the right to use property in consideration of specified rental payments over a definite future period.
.07 It seems clear that leases covering merely the right to use property in exchange for future rental pay­ments do not create an equity in the property and are thus nothing more than executory contracts requiring continuing performance on the part of both the lessor and the lessee for the full period covered by the leases. The question of whether assets and liabilities should be recorded in connec­tion with leases of this type is, therefore, part of the larger issue of whether the rights and obligations that exist under executory contracts in general (e.g., purchase commitments and employment contracts) give rise to assets and liabilities which should be recorded.
.08 The rights and obligations related to unperformed portions of executory contracts are not recognized as assets and liabilities in financial statements under generally ac­cepted accounting principles as presently understood. Gen­erally accepted accounting principles require the disclosure of the rights and obligations under executory contracts in separate schedules or notes to the financial statements if the omission of this information would tend to make the financial statements misleading. The rights and obligations under leases which convey merely the right to use prop­erty, without an equity in the property accruing to the lessee, fall into the category of pertinent information which should be disclosed in schedules or notes rather than by recording assets and liabilities in the financial statements.
.09 On the other hand, some lease agreements are essentially equivalent to installment purchases of property. In such cases, the substance of the arrangement, rather than its legal form, should determine the accounting treat­ment. The property and the related obligation should be
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included in the balance sheet as an asset and a liability, respectively, at the discounted amount of the future lease rental payments, exclusive of payments to cover taxes and operating expenses other than depreciation. Further, in such cases, it is appropriate to depreciate the capitalized amount for property over its estimated useful life rather than over the initial period of the lease.
.10 The property and the related obligation should be included as an asset and a liability in the balance sheet if the terms of the lease result in the creation of a material equity in the property. It is unlikely that such an equity can be created under a lease which either party may cancel unilaterally for reasons other than the occurrence of some remote contingency. The presence, in a noncancelable lease or in a lease cancelable only upon the occurrence of some remote contingency, of either of the two following condi­tions will usually establish that a lease should be consid­ered to be in substance a purchase:
a. The initial term is materially less than the useful life of the property, and the lessee has the option to renew the lease for the remaining useful life of the property at substantially less than the fair rent­al value; or
b. The lessee has the right, during or at the expiration of the lease, to acquire the property at a price which at the inception of the lease appears to be sub­stantially less than the probable fair value of the property at the time or times of permitted acquisi­tion by the lessee.
In these cases, the fact that the rental payments usually run well ahead of any reasonable measure of the expiration of the service value of the property, coupled with the options which permit either a bargain purchase by the lessee or the renewal of the lease during the anticipated useful life at bargain rentals, constitutes convincing evi­dence that an equity in the property is being built up as rental payments are made and that the transaction is essen­tially equivalent to a purchase.
.11 The determination that lease payments result in the creation of an equity in the property obviously requires a careful evaluation of the facts and probabilities surround­
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ing a given case. Unless it is clear that no material equity in the property will result from the lease, the existence, in connection with a noncancelable lease or a lease cancelable only upon the occurrence of some remote contingency, of one or more circumstances such as those shown below tend to indicate that the lease arrangement is in substance a purchase and should be accounted for as such.
a. The property was acquired by the lessor to meet the special needs of the lessee and will probably be usable only for that purpose and only by the lessee.
b. The term of the lease corresponds substantially to the estimated useful life of the property, and the lessee is obligated to pay costs such as taxes, insur­ance, and maintenance, which are usually considered incidental to ownership.c. The lessee has guaranteed the obligations of the lessor with respect to the property leased.d. The lessee has treated the lease as a purchase for tax purposes.
.12 In cases in which the lessee and the lessor are related, leases should often be treated as purchases even though they do not meet the criteria set forth in paragraphs .10 and .11, i.e., even though no direct equity is being built up by the lessee. In these cases, a lease should be recorded as a purchase if a primary purpose of ownership of the property by the lessor is to lease it to the lessee and (1) the lease payments are pledged to secure the debts of the lessor or (2) the lessee is able, directly or indirectly, to control or influence significantly the actions of the lessor with re­spect to the lease. The following illustrate situations in which these conditions are frequently present :
a. The lessor is an unconsolidated subsidiary of the lessee, or the lessee and the lessor are subsidiaries of the same parent and either is unconsolidated.b. The lessee and the lessor have common officers, directors, or shareholders to a significant degree.c. The lessor has been created, directly or indirectly,by the lessee and is substantially dependent on the lessee for its operations.  d. The lessee (or its parent) has the right, through options or otherwise, to acquire control of the lessor.
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OPINION
Application of Opinion.13 This section is concerned with accounting for non- cancelable leases (or leases cancelable only upon the oc­currence of some remote contingency) which are material, either individually or as a group for similar types of property, or in the aggregate. The presumption is that if the rights and obligations under such leases are either material in relation to the lessee’s net assets or reasonably expected to affect materially the results of operations of future periods, the leases are covered by the provisions of this section.
Capitalization.14 Except in cases of leases which come under para­graphs .09, .10, .11, and .12 of this section, the right to use property and a related obligation to pay specific rents over a definite future period are not considered by the Board to be assets and liabilities under present accounting con­cepts (see paragraphs .06, .07 and .08). Leases of this type involve future rights and obligations, however, and per­tinent information should be disclosed as described in paragraphs .16, .17 and .18. In the opinion of the Board, disclosure rather than capitalization is the correct account­ing treatment of these leases.
.15 Leases which are clearly in substance installment purchases of property (see paragraphs .09, .10, .11 and .12) should be recorded as purchases. The property and the obligation should be stated in the balance sheet at an ap­propriate discounted amount of future payments under the lease agreement. A note or schedule may be required to disclose significant provisions of the transaction. The method of amortizing the amount of the asset to income should be appropriate to the nature and use of the asset and should be chosen without reference to the period over which the related obligation is discharged.
Disclosure.16 The Board believes that financial statements should disclose sufficient information regarding material, noncancelable leases which are not recorded as assets and liabilities (see paragraphs .13 and .14) to enable the reader
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to assess the effect of lease commitments upon the financial position and results of operations, both present and pros­pective, of the lessee. Consequently, the financial state­ments or the accompanying notes should disclose the mini­mum annual rentals under such leases and the period over which the outlays will be made.
.17 In many cases, additional disclosure will be re­quired. The Board believes that rentals for the current year on leases covered by this section should be disclosed if they differ significantly from the minimum rentals under the leases. Type or types of property leased, obligations assumed or guarantees made, and significant provisions of lease agreements (such as restrictions on dividends, debt, or further leasing or unusual options) are examples of other types of information which should also usually be disclosed.
.18 The specific details to be disclosed and the method of disclosure will vary from one situation to another de­pending upon the circumstances. In many cases, a simple statement will suffice. In more complicated situations, more detailed disclosure will be appropriate. For example, it may be useful to provide a schedule of rentals by years or by three- or five-year periods if annual rentals will fluctu­ate significantly; or it may be desirable to provide a brief description of the basis for calculating the rental if the amount of rent is dependent upon some factor other than the lapse of time; or it may be necessary to indicate the effect of lease renewals in order to avoid misleading impli­cations.
Sale and Leaseback.19 The principal details of any material sale-and- leaseback arrangement should be disclosed in the year in which the transaction originates.
.20 The conclusions in paragraphs .14, .15, .16, .17, and .18 apply to the agreement covering the leaseback as though no concurrent sale were involved.
.21 The Board is of the opinion that the sale and the leaseback usually cannot be accounted for as independent transactions. Neither the sale price nor the annual rental can be objectively evaluated independently of the other.
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Consequently, material gains or losses resulting from the sale of properties which are the subject of sale-and-lease- back transactions, should be amortized over the life of the lease as an adjustment of the rental cost (or, if the leased property is capitalized, as an adjustment of depreciation). The related tax effect should be amortized over the life of the lease in conformity with section 4091. [As amended, effective for fiscal periods beginning after December 31, 1967, by APB Opinion No. 11.]
.22 Exceptions to the rule in paragraph .21 are ex­pected to be rare. If, however, the fair value of the prop­erty at the time of the sale and leaseback is less than the undepreciated cost, the loss should be reflected in income at the time of the sale to the extent that a write-down to recognize fair value could properly have been recorded in the absence of a sale. In other instances in which the use of the leased property changes with the sale and leaseback and in which the sale price falls within the limits which would reasonably be set by independent transactions (for example, companies engaged in both constructing and oper­ating office buildings or other commercial investment prop­erties may sell a property after construction and lease it back for operation), the exceptional circumstances sur­rounding a particular sale-and-leaseback transaction may clearly justify recognition of all or part of the gain or loss at the time of the sale.
Prior Lease Agreements.23 Unless otherwise stated, Opinions of the Board are not intended to be retroactive. However, the Board encourages the revision of past accounts in individual cases where the effect on current financial statements is material. In any event, the Board believes the conclusions as to dis­closure stated in paragraphs .16, .17, and .18 should apply to lease agreements made prior to the issuance of this section.
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Capital Surplus
Issue date, unless other­wise indicated: 1934 1
.01 Capital surplus, however created, should not be used to relieve the income account of the current or future years of charges which would otherwise fall to be made thereagainst. This rule might be subject to the exception that where, upon reorganization, a reorganized company would be relieved of charges which would require to be made against income if the existing corporation were con­tinued, it might be regarded as permissible to accomplish the same result without reorganization provided the facts were as fully revealed to and the action as formally ap­proved by the shareholders as in reorganization.2
Section 5511
1The above rule was adopted by the membership of the Institute in 1934. It had been recommended in 1932 to the New York Stock Exchange by the Institute’s committee on cooperation with stock exchanges.2 See also section 5581, Quasi-Reorganization or Corporate Readjustment.
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Section 5512
Donated Stock
Issue date, unless other­wise indicated: 1934  1
.01 If capital stock is issued nominally for the acqui­sition of property and it appears that at about the same time, and pursuant to a previous agreement or understand­ing, some portion of the stock so issued is donated to the corporation, it is not permissible to treat the par value of the stock nominally issued for the property as the cost of that property. If stock so donated is subsequently sold, it  is not permissible to treat the proceeds as a credit to surplus of the corporation.
1 The above rule was adopted by the membership of the Institute in 1934.
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Section 5513
Contingency Reserves
Issue date, unless otherwise indicated: June, 1953
.01 The purpose of this section is to consider prob­lems which arise in the accounting1 treatment of two types of reserves whose misuse may be the means of either arbi­trarily reducing income or shifting income from one period to another:
(a) General contingency reserves whose purposes are not specific;
(b) Reserves designed to set aside a part of cur­rent profits to absorb losses feared or expected in con­nection with inventories on hand or future purchases of inventory.
.02 Charges to provide, either directly or by use of a reserve, for losses due to obsolescence or deterioration of inventory or for reducing an inventory to market, or for reducing an inventory to a recognized basis such as last-in first-out or its equivalent in accordance with an announced change in policy to be consistently followed thereafter, are not under consideration here.
.03 If a provision for a reserve, made against income, is not properly chargeable to current revenues, net income for the period is understated by the amount of the provi­sion. If a reserve so created is used to relieve the income of subsequent periods of charges that would otherwise be made against it, the income of such subsequent periods is thereby overstated. By use of the reserve in this manner, profit for a given period may be significantly increased or decreased by mere whim. As a result of this practice the integrity of financial statements is impaired, and the state­ments tend to be misleading.
.04 The committee recognizes the character of the in­come statement as a tentative instalment in the record of long-time financial results, and is aware of the tendency to exaggerate the significance of the net income for a single
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year. Nevertheless, there still exist the responsibility for determining net income as fairly as possible by sound meth­ods consistently applied and the duty to show it clearly.In accomplishing these objectives, it is deemed desirable to provide, by charges in the current income statement, properly classified, for all foreseeable costs and losses ap­plicable against current revenues, to the extent that they can be measured and allocated to fiscal periods with rea­sonable approximation.
.05 Accordingly, inventories on hand or contracted for should be priced in accordance with principles stated elsewhere by the committee.1 When inventories which have been priced in accordance with those principles are fur­ther written down by a charge to income, either directly or through the use of a reserve, current revenues are not properly matched with applicable costs, and charges to future operations are correspondingly reduced. This proc­ess results in the shifting of profits from one period to another in violation of the principle that reserves should not be used for the purpose of equalizing reported income.
.06 It has been argued with respect to inventories that losses which will have to be taken in periods of re­ceding price levels have their origins in periods of rising prices, and that therefore reserves to provide for future price declines should be created in periods of rising prices by charges against the operations of those periods. Re­serves of this kind involve assumptions as to what future price levels will be, what inventory quantities will be on hand if and when a major price decline takes place, and finally whether loss to the business will be measured by the amount of the decline in prices. The bases for such assumptions are so uncertain that any conclusions drawn from them would generally seem to be speculative guesses rather than informed judgments. When estimates of this character are included in current costs, amounts repre­senting mere conjecture are combined with others repre­senting reasonable approximations.
.07 The committee is therefore of the opinion that re­serves such as those created:
(a) for general undetermined contingencies, or
1 See section 5121.
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(b) for any indefinite possible future losses, such as, for example, losses on inventories not on hand or contracted for, or
(c) for the purpose of reducing inventories other than to a basis which is in accordance with generally accepted accounting principles,2 or
(d) without regard to any specific loss reason­ably related to the operations of the current period, or
(e) in amounts not determined on the basis of any reasonable estimates of costs or losses
are of such a nature that charges or credits relating to such reserves should not enter into the determination of net income.
.08 Accordingly, it is the opinion of the committee that if  a reserve of the type described in paragraph .07 is set up:
(a) it should be created by a segregation or ap­propriation of earned surplus,
(b) no costs or losses should be charged to it and no part of it should be transferred to income or in any way used to affect the determination of net income for any year,3
(c) it should be restored to earned surplus di­rectly when such a reserve or any part thereof is no longer considered necessary,3 and
(d) it should preferably be classified in the bal­ance sheet as a part of shareholders’ equity.
3 Items (b) and (c) of paragraph .08 also apply to contingency reserves set up in prior years.
2 See section 5121.
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.01 In the preparation of financial statements pre­senting financial position or operating results, or both, it is necessary to give consideration to contingencies. In accounting a contingency is an existing condition, situation or set of circumstances, involving a considerable degree of uncertainty, which may, through a related future event, result in the acquisition or loss of an asset, or the incur­rence or avoidance of a liability, usually with the con­currence of a gain or loss. A commitment which is not dependent upon some significant intervening factor or de­cision should not be described as a contingency.
DISCUSSION
.02 The contingencies with which this section is pri­marily concerned are those in which the outcome is not sufficiently predictable to permit recording in the accounts, but in which there is a reasonable possibility of an outcome which might materially affect financial position or results of operations. Examples of contingencies which may result in the incurrence of liabilities, or in losses, are pending or threatened litigation, assessments or possible assessments of additional taxes, or other claims such as renegotiation refunds, that are being or would be contested, guarantees of indebtedness of others, and agreements to repurchase receivables which have been sold. Examples of contingen­cies which may result in the acquisition of assets, or in gains, are claims against others for patent infringement, price redetermination upward and claims for reimburse­ment under condemnation proceedings. Material contin­gencies of the types discussed in this paragraph should be disclosed.
.03 Other contingencies may exist where the outcome is reasonably foreseeable, such as probable tax assessments which will not be contested, or anticipated losses from un­collectible receivables. Contingencies of this type which are
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expected to result in losses should be reflected in the ac­counts. However, contingencies which might result in gains usually are not reflected in the accounts since to do so might be to recognize revenue prior to its realization;1 but there should be adequate disclosure.
.04 There are also general risk contingencies that are inherent in business operations and which affect many if not all companies, such as the possibility of war, strike, losses from catastrophies not ordinarily insured against, or a business recession. Contingencies of this type need not be reflected in financial statements either by incorpora­tion in the accounts or by other disclosure.2
DISCLOSURE.05 Disclosure of contingencies referred to in para­graph .02 should be made in financial statements or in notes thereto. The disclosure should be based as to its extent on judgment in the light of the specific circumstances and should indicate the nature of the contingency, and should give an appraisal of the outlook. If a monetary estimate of the amount involved is not feasible, disclosure should be made in general terms describing the contingency and explaining that no estimated amount is determinable. When amounts are not otherwise determinable, it may be appro­priate to indicate the opinion of management or counsel as to the amount which may be involved. In some cases, such as a law suit involving a substantial amount, manage­ment may reasonably expect to settle the matter without incurrence of any significant liability; however, considera­tion should be given to disclosing the existence of the liti­gation and the opinion of management or counsel with respect thereto. Although disclosures discussed here should be made with respect to those contingencies which may result in material gains or assets as well as with respect to those which may result in material losses or liabilities, care should be exercised in the case of gains or assets to avoid misleading implications as to the likelihood of realization. The discussion in this section does not deal with the ques­tion as to whether the existence of any of the contingencies discussed above is such as to require a qualified opinion *
2 For the committee’s position with respect to contingency reserves, see section 5513.
1 See section 4010.
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or a disclaimer of an opinion by the independent certified public accountant.
.06 Certain other situations requiring disclosures have sometimes inappropriately been described as though they were contingencies, even though they are of a nature not possessing the degree of uncertainty usually associated with the concept of a contingency. Examples are unused letters of credit, long-term leases, assets pledged as se­curity for loans, pension plans, the existence of cumulative preferred stock dividends in arrears, and commitments such as those for plant acquisition or an obligation to re­duce debts, maintain working capital, or restrict dividends. While some of these situations may develop into contin­gencies, they should not be described as contingencies prior to such eventuality.
Capital
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Liquidation Preference 
of Preferred Stock
Section 5515
Effective for fiscal periods beginning after December 31, 1966, unless otherwise indicated
.01 Companies at times issue preferred (or other sen­ior) stock which has a preference in involuntary liquida­tion considerably in excess of the par or stated value of the shares. The relationship between this preference in liquidation and the par or stated value of the shares may he of major significance to the users of the financial state­ments of those companies and the Board believes it highly desirable that it he prominently disclosed. Accordingly, the Board recommends that, in these cases, the liquidation preference of the stock be disclosed in the equity section of the balance sheet in the aggregate, either parentheti­cally or “ in short,” rather than on a per share basis or by disclosure in notes.
.02 In addition, the financial statements should dis­close, either on the face of the balance sheet or in notes pertaining thereto:
a. the aggregate or per share amounts at which pre­ferred shares may be called or are subject to redemp­tion through sinking fund operations or otherwise;
b. as called for by section 2011A.05, the aggregate and per share amounts of arrearages in cumulative pre­ferred dividends.
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Section 5516
Convertible Debt and 
Debt Issued with 
Stock Purchase Warrants1
Effective for fiscal periods beginning after December 31, 1966, unless otherwise indicated 2
CONVERTIBLE DEBTDiscussion
.01 Convertible debt securities discussed herein are those debt securities which are convertible into common stock of the issuer or an affiliated company at a specified price at the option of the holder and which are sold at a price or have a value at issuance not significantly in excess of the face amount. The terms of such securities generally include (1) an interest rate which is lower than the issuer could establish for nonconvertible debt, (2) an initial con­version price which is greater than the market value of the common stock at time of issuance, and (3) a conversion price which does not decrease except pursuant to antidilu­tion provisions. In most cases such securities also are callable at the option of the issuer and are subordinated to nonconvertible debt.
.02 Convertible debt may offer advantages to both the issuer and the purchaser. From the point of view of the issuer, convertible debt has a lower interest rate than does nonconvertible debt. Furthermore, the issuer of convertible debt securities, in planning its long-range financing, may view convertible debt as essentially a means of raising equity capital. Thus, if the market value of the underlying common stock increases sufficiently in the future, the issuer can force conversion of the convertible debt into common stock by calling the issue for redemption. Under these market conditions, the issuer can effectively terminate the conversion option and eliminate the debt. If the market value of the stock does not increase sufficiently to result in
1 As amended by APB Opinion No. 14, March, 1969.2 See paragraphs .17 and .18.
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conversion of the debt, the issuer will have received the benefit of the cash proceeds to the scheduled maturity dates at a relatively low cash interest cost.
.03 On the other hand, the purchaser obtains an option to receive either the face or redemption amount of the security or the number of common shares into which the security is convertible. If the market value of the under­lying common stock increases above the conversion price, the purchaser (either through conversion or through hold­ing the convertible debt containing the conversion option) benefits through appreciation. He may at that time require the issuance of the common stock at a price lower than the current market price. However, should the value of the underlying common stock not increase in the future, the purchaser has the protection of a debt security. Thus, in the absence of default by the issuer, he would receive the principal and interest if the conversion option is not ex­ercised.
.04 Differences of opinion exist as to whether con­vertible debt securities should be treated by the issuer solely as debt or whether the conversion option should receive separate accounting recognition at time of issuance. The views in favor of each of these two concepts are contained in the following paragraphs.
.05 The most important reason given for accounting for convertible debt solely as debt is the inseparability of the debt and the conversion option. A convertible debt security is a complex hybrid instrument bearing an option, the alternative choices of which cannot exist independently of one another. The holder ordinarily does not sell one right and retain the other. Furthermore the two choices are mutually exclusive; they cannot both be consummated.Thus, the security will either be converted into common stock or be redeemed for cash. The holder cannot exercise the option to convert unless he foregoes the right to re­demption, and vice versa.
.06 Another reason advanced in favor of accounting for convertible debt solely as debt is that the valuation of the conversion option or the debt security without the con­version option presents various practical problems. In the absence of separate transferability, values are not estab-
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listed in the marketplace, and accordingly, the value assigned to each feature is necessarily subjective. A deter­mination of the value of the conversion feature poses prob­lems because of the uncertain duration of the right to obtain the stock and the uncertainty as to the future value of the stock obtainable upon conversion. Furthermore, issuers often claim that a subjective valuation of a debt security without the conversion option but with identical other terms (which are usually less restrictive on the issuer and less protective of the holder than those of noncon­vertible debt) is difficult because such a security could not be sold at a price which the issuer would regard as produc­ing an acceptable cost of financing. Thus, when the attrac­tiveness to investors of a convertible debt security rests largely on the anticipated increased value of the issuer’s stock, the conversion feature may be of primary importance, with the debt feature regarded more as a hedge than as the principal investment objective. Many proponents of the single-element view believe that the practical problems of determining separate values for the debt and the conversion option should not be controlling for purposes of determining appropriate accounting but such problems should be given consideration, particularly if valid arguments exist for each of the two accounting concepts identified in paragraph .04.
.07 The contrary view is that convertible debt pos­sesses characteristics of both debt and equity and that separate accounting recognition should be given to the debt characteristics and to the conversion option at time of issu­ance. This view is based on the premise that there is an economic value inherent in the conversion feature or call on the stock and that the nature and value of this feature should be recognized for accounting purposes by the issuer.The conversion feature is not significantly different in na­ture from the call represented by an option or warrant, and sale of the call is a type of capital transaction. The fact that the conversion feature coexists with certain debt char­acteristics in a hybrid security and cannot be sold or trans­ferred separately from these senior elements or from the debt instrument itself does not constitute a logical or com­pelling reason why the values of the two elements should not receive separate accounting recognition. Similar sepa­rate accounting recognition for disparate features of single
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instruments is reflected in, for example, the capitalization of long-term leases—involving the separation of the princi­pal and interest elements—and in the allocation of the pur­chase cost in a bulk acquisition between goodwill and other assets.
.08 Holders of this view also believe that the fact that the eventual outcome of the option available to the pur­chaser of the convertible debt security cannot be deter­mined at time of issuance is not relevant to the question of reflecting in the accounting records the distinguishable elements of the security at time of issuance. The conversion option has a value at time of issuance, and a portion of the proceeds should therefore be allocated to this element of the transaction. The remainder of the proceeds is attributable to the debt characteristics, and should be so recognized for accounting purposes.
.09 Holders of this view also believe that the difficul­ties of implementation—which are claimed by some to justify or to support not recognizing the conversion option for accounting purposes—are not insurmountable and should not govern the conclusion. When convertible debt securities are issued, professional advisors are usually available to furnish estimates of values of the conversion option and of the debt characteristics, which values are sufficiently precise for the purpose of allocating the pro­ceeds. If a nonconvertible debt security could not be sold at an acceptable price, the value of the conversion option is of such material significance that its accounting recogni­tion, even on the basis of an estimate, is essential.
Opinion.10 The Board is of the opinion that no portion of the proceeds from the issuance of the types of convertible debt securities described in paragraph .01 should be accounted for as attributable to the conversion feature. In reaching this conclusion, the Board places greater weight on the in­separability of the debt and the conversion option (as de­scribed in paragraph .05) and less weight on practical difficulties.
DEBT WITH STOCK PURCHASE WARRANTS Discussion.11 Unlike convertible debt, debt with detachable war­rants to purchase stock is usually issued with the expecta­
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tion that the debt will be repaid when it matures. The provisions of the debt agreement are usually more restric­tive on the issuer and more protective of the investor than those for convertible debt. The terms of the warrants are influenced by the desire for a successful debt financing. Detachable warrants often trade separately from the debt instrument. Thus, the two elements of the security exist independently and may be treated as separate securities.
.12 From the point of view of the issuer, the sale of a debt security with warrants results in a lower cash interest cost than would otherwise be possible or permits financing not otherwise practicable. The issuer usually cannot force the holders of the warrants to exercise them and purchase the stock. The issuer may, however, be required to issue shares of stock at some future date at a price lower than the market price existing at that time, as is true in the case of the conversion option of convertible debt. Under differ­ent conditions the warrants may expire without exercise.The outcome of the warrant feature thus cannot be deter­mined at time of issuance. In either case the debt must generally be paid at maturity or earlier redemption date whether or not the warrants are exercised.
.13 There is general agreement among accountants that the proceeds from the sale of debt with stock purchase warrants should be allocated to the two elements for ac­counting purposes. This agreement results from the sep­arability of the debt and the warrants. The availability of objective values in many instances is also a factor. There is agreement that the allocation should be based on the relative fair values of the debt security without the war­rants and of the warrants themselves at time of issuance.The portion of the proceeds so allocated to the warrants should be accounted for as paid-in capital. The remainder of the proceeds should be allocated to the debt security portion of the transaction. This usually results in issuing the debt security at a discount (or, occasionally, a reduced premium).
Opinion
.14 The Board is of the opinion that the portion of the proceeds of debt securities issued with detachable stock purchase warrants which is allocable to the warrants should
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be accounted for as paid-in capital. The allocation should be based on the relative fair values of the two securities at time of issuance.3 Any resulting discount or premium on the debt securities should be accounted for as such.4 The same accounting treatment applies to issues of debt securi­ties (issued with detachable warrants) which may be sur­rendered in settlement of the exercise price of the warrant. However, when stock purchase warrants are not detachable from the debt and the debt security must be surrendered in order to exercise the warrant, the two securities taken to­gether are substantially equivalent to convertible debt and the accounting specified in paragraph .10 should apply.
.15 When detachable warrants are issued in conjunc­tion with debt as consideration in purchase transactions, the amounts attributable to each class of security issued should be determined separately, based on values at the time of issuance.3 The debt discount or premium is ob­tained by comparing the value attributed to the debt securi­ties with the face amount thereof.
OTHER TYPES OF DEBT SECURITIESOpinion
.16 The Board recognizes that it is not practicable in this section to discuss all possible types of debt with con­version features, debt issued with stock purchase warrants, or debt securities with a combination of such features. Securities not explicitly discussed in this section should be dealt with in accordance with the substance of the transac­tion. For example, when convertible debt is issued at a sub­stantial premium, there is a presumption that such premium represents paid-in capital.
EFFECTIVE DATE OF THIS SECTION.17 This section is effective for fiscal periods beginning after December 31, 1966.5 However, if a portion of the pro­ceeds of a convertible debt issue covered by paragraph .10
3 The time of issuance generally is the date when agreement as to terms has been reached and announced, even though the agreement is sub­ject to certain further actions, such as directors’ or stockholders’ approval.4 See sections 5151 and 5152.5 This was the effective date of paragraphs 8 and 9 of APB Opinion No. 10 which were temporarily suspended by paragraphs 11-15 of APB  Opinion No. 12. The latter Opinion stated that the Board might decide to have the Opinion resolving this question apply retroactively to fiscal periods beginning after December 31, 1966.
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was allocated to the conversion feature for periods begin­ning before January 1, 1969 that accounting may be con­tinued with respect to such issues.
.18 Material adjustments resulting from adoption of this section which affect periods beginning prior to January 1, 1969 should be treated as prior period adjustments (see sections 2010.22 and 2010.24).
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Accounting tor 
Treasury Stock
Section 5541
Issue date, unless otherwise indicated: 193 41
.01 While it is perhaps in some circumstances per­missible to show stock of a corporation held in its own treasury as an asset, if  adequately disclosed, the dividends on stock so held should not be treated as a credit to the income account of the company.
1The above rule was adopted by the membership of the Institute in 1934. It had been recommended in 1932 to the New York Stock Exchange by the Institute’s committee on cooperation with stock exchanges.
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Profits or Lasses on 
Treasury Stock
Section 5542
Issue date, unless otherwise indicated: June, 1953
.01 Following an inquiry made by the New York Stock Exchange, a predecessor committee on accounting procedure in 1938 issued the following report:
“ PROFITS OR LOSSES ON TREASURY STOCK”.02 “ The executive committee of the American Insti­tute of Accountants has directed that the following report of the committee on accounting procedure, which it re­ceived at a meeting on April 8, 1938, be published, with­out approval or disapproval of the committee, for the information of members of the Institute:
To th e  E xecutive Committee ,
A m erican  I nstitute  of A c c o u n ta n ts:.03 “ This committee has had under consideration the question regarding treatment of purchase and sale by a corporation of its own stock, which was raised during 1937 by the New York Stock Exchange with the Institute’s spe­cial committee on cooperation with stock exchanges..04 “ As a result of discussions which then took place, the special committee on cooperation with stock exchanges made a report which was approved by the com­mittee on accounting procedure and the executive commit­tee, and a copy of which was furnished to the committee on stock list of the New York Stock Exchange. The ques­tion raised was stated in the following form:.05 “ ‘ Should the difference between the purchase and resale prices of a corporation’s own common stock be re­flected in earned surplus (either directly or through inclu­sion in the income account) or should such difference be reflected in capital surplus? ’.06 “ The opinion of the special committee on coop­eration with stock exchanges reads in part as follows:
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.07 “ ‘Apparently there is general agreement that the difference between the purchase price and the stated value of a corporation’s common stock purchased and retired should be reflected in capital surplus. Your committee be­lieves that while the net asset value of the shares of com­mon stock outstanding in the hands of the public may be increased or decreased by such purchase and retirement, such transactions relate to the capital of the corporation and do not give rise to corporate profits or losses. Your committee can see no essential difference between (a) the purchase and retirement of a corporation’s own common stock and the subsequent issue of common shares, and (b) the purchase and resale of its own common stock. ’
.08 “ This committee is in agreement with the views thus expressed; it is aware that such transactions have been held to give rise to taxable income, but it does not feel that such decisions constitute any bar to the appli­cation of correct accounting procedure as above outlined.
.09 “ The special committee on cooperation with stock exchanges continued and concluded its report with the fol­lowing statement:.10 “ ‘Accordingly, although your committee recog­nizes that there may be cases where the transactions in­volved are so inconsequential as to he immaterial, it does not believe that, as a broad general principle, such trans­actions should be reflected in earned surplus (either di­rectly or through inclusion in the income account). ’
.11 “ This committee agrees with the special commit­tee on cooperation with stock exchanges, but thinks it de­sirable to point out that the qualification should not be applied to any transaction which, although in itself in­considerable in amount, is a part of a series of transac­tions which in the aggregate are of substantial importance.
.12 “ This committee recommends that the views ex­pressed be circulated for the information of members of the Institute.”
.13 The Board considers that the following account­ing practices, in addition to the accounting practices indi­cated in paragraphs .03-.12 are acceptable, and that they appear to be more in accord with current developments in practice:
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a. When a corporation’s stock is retired, or purchased for constructive retirement (with or without an in­tention to retire the stock formally in accordance with applicable law s):
i. an excess of purchase price over par or stated value may be allocated between capital surplus and retained earnings. The portion of the ex­cess allocated to capital surplus should be lim­ited to the sum of (a) all capital surplus arising from previous retirements and net “ gains” on sales of treasury stock of the same issue and (b) the prorata portion of capital surplus paid in, voluntary transfers of retained earnings, capi­talization of stock dividends, etc., on the same issue. For this purpose, any remaining capital surplus applicable to issues fully retired (formal or constructive) is deemed to be applicable pro­rata to shares of common stock. Alternatively, the excess may be charged entirely to retained earnings in recognition of the fact that a cor­poration can always capitalize or allocate re­tained earnings for such purposes.
ii. an excess of par or stated value over purchase price should be credited to capital surplus.
b. When a corporation’s stock is acquired for purposes other than retirement (formal or constructive), or when ultimate disposition has not yet been decided, the cost of acquired stock may be shown separately as a deduction from the total of capital stock, capi­tal surplus, and retained earnings, or may be ac­corded the accounting treatment appropriate for retired stock, or in some circumstances may be shown as an asset in accordance with section 5541. “ Gains” on sales of treasury stock not previously accounted for as constructively retired should be credited to capital surplus; “ losses” may be charged to capital surplus to the extent that previous net “ gains” from sales or retirements of the same class of stock are included therein, otherwise to retained earnings.
c. Treasury stock delivered to effect a “ pooling of in­terests” should be accounted for as though it were
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newly issued, and the cost thereof should receive the accounting treatment appropriate for retired stock. [As amended, effective for fiscal periods be­ginning after December 31, 1965, by APB Opinion No. 6.]
.14 Laws of some states govern the circumstances under which a corporation may acquire its own stock and prescribe the accounting treatment therefor. Where such requirements are at variance with paragraph .13 the ac­counting should conform to the applicable law. When state laws relating to acquisition of stock restrict the availability of retained earnings for payment of dividends or have other effects of a significant nature, these facts should be disclosed. [As amended, effective for fiscal pe­riods beginning after December 31, 1965, by APB Opin­ion No. 6.]
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Stock Split-Ups
Issue date, unless otherwise indicated: June, 1953
.01 The term stock dividend as used in this section refers to an issuance by a corporation of its own com­mon shares to its common shareholders without consider­ation and under conditions indicating that such action is prompted mainly by a desire to give the recipient share­holders some ostensibly separate evidence of a part of their respective interests in accumulated corporate earn­ings without distribution of cash or other property which the board of directors deems necessary or desirable to re­tain in the business.
.02 The term stock split-up as used in this section refers to an issuance by a corporation of its own com­mon shares to its common shareholders without considera­tion and under conditions indicating that such action is prompted mainly by a desire to increase the number of outstanding shares for the purpose of effecting a reduc­tion in their unit market price and, thereby, of obtain­ing wider distribution and improved marketability of the shares.
.03 This section is not concerned with the account­ing for a distribution or issuance to shareholders of (a) shares of another corporation theretofore held as an in­vestment, or (b) shares of a different class, or (c) rights to subscribe for additional shares or (d) shares of the same class in cases where each shareholder is given an election to receive cash or shares.
.04 The discussion of accounting for stock dividends and split-ups that follows is divided into two parts. The first deals with the problems of the recipient. The sec­ond deals with the problems of the issuer.
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AS TO THE RECIPIENT
.05 One of the basic problems of accounting is that of income determination. Complete discussion of this prob­lem is obviously beyond the scope of this section. Basically, income is a realized gain and in accounting is recognized, recorded, and stated in accordance with certain principles as to time and amount.
.06 In applying the principles of income determina­tion to the accounts of a shareholder of a corporation, it is generally agreed that the problem of determining his income is distinct from the problem of income determina­tion by the corporation itself. The income of the corpora­tion is determined as that of a separate entity without regard to the equity of the respective shareholders in such income. Under conventional accounting concepts, the shareholder has no income solely as a result of the fact that the corporation has income; the increase in his equity through undistributed earnings is no more than potential income to him. It is true that income earned by the cor­poration may result in an enhancement in the market value of the shares, but until there is a distribution, division, or severance of corporate assets, the shareholder has no in­come. If there is an increase in the market value of his holdings, such unrealized appreciation is not income. In the case of a stock dividend or split-up, there is no distribution, division, or severance of corporate assets. Moreover, there is nothing resulting therefrom that the shareholder can realize without parting with some of his proportionate interest in the corporation.
(Note: The Board is of the opinion that paragraph .06 should not be construed as prohibiting the equity method of accounting for substantial intercorporate investments.[As amended, effective for fiscal periods beginning after December 31, 1965, by APB Opinion No. 6.] This method, which is described in section 2051.23, is required in cer­tain circumstances. (See section 2051.22, which is effec­tive for periods beginning after December 31, 1966, by APB Opinion No. 10.))
.07 The foregoing are important points to be con­sidered in any discussion of the accounting procedures to be followed by the recipient of a stock dividend or split-
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up since many arguments put forward by those who favor recognizing stock dividends as income are in substance arguments for the recognition of corporate income as in­come to the shareholder as it accrues to the corporation, and prior to its distribution to the shareholder; the accept­ance of such arguments would require the abandonment of the separate entity concept of corporation accounting.
.08 The question as to whether or not stock divi­dends are income has been extensively debated; the argu­ments pro and con are well known.1 The situation cannot be better summarized, however, than in the words ap­proved by Mr. Justice Pitney in Eisner v. Macomber, 252 U. S. 189, wherein it was held that stock dividends are not income under the Sixteenth Amendment, as follows:
“ A stock dividend really takes nothing from the property of the corporation and adds nothing to the interests of the stockholders. Its property is not di­minished and their interests are not increased . . . the proportional interest of each shareholder remains the same. The only change is in the evidence which represents that interest, the new shares and the orig­inal shares together representing the same propor­tional interests that the original shares represented before the issue of the new ones.”
.09 Since a shareholder’s interest in the corporation remains unchanged by a stock dividend or split-up except as to the number of share units constituting such interest, the cost of the shares previously held should be allocated equitably to the total shares held after receipt of the stock dividends or split-up. When any shares are later dis­posed of, a gain or loss should be determined on the basis of the adjusted cost per share.
AS TO THE ISSUER
Stock Dividends.10 As has been previously stated, a stock dividend does not, in fact, give rise to any change whatsoever in either the corporation’s assets or its respective share­holders’ proportionate interests therein. However, it can-
1 See, for instance, Freeman, “Stock Dividends and the New York Stock Exchange,” American Economic Review, December, 1931 (pro), and Whitaker, “Stock Dividends, Investment Trusts, and the Exchange,” American Economic Review, June, 1931 (con).
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not fail to be recognized that, merely as a consequence of the expressed purpose of the transaction and its charac­terization as a dividend in related notices to shareholders and the public at large, many recipients of stock dividends look upon them as distributions of corporate earnings and usually in an amount equivalent to the fair value of the additional shares received. Furthermore, it is to be pre­sumed that such views of recipients are materially strength­ened in those instances, which are by far the most numerous, where the issuances are so small in comparison with the shares previously outstanding that they do not have any apparent effect upon the share market price and, conse­quently, the market value of the shares previously held remains substantially unchanged. The committee there­fore believes that where these circumstances exist the cor­poration should in the public interest account for the transaction by transferring from earned surplus to the cate­gory of permanent capitalization (represented by the capital stock and capital surplus accounts) an amount equal to the fair value of the additional shares issued. Un­less this is done, the amount of earnings which the share­holder may believe to have been distributed to him will be left, except to the extent otherwise dictated by legal requirements, in earned surplus subject to possible fur­ther similar stock issuances or cash distributions.
.11 Where the number of additional shares issued as a stock dividend is so great that it has, or may rea­sonably be expected to have, the effect of materially re­ducing the share market value, the committee believes that the implications and possible constructions discussed in the preceding paragraph are not likely to exist and that the transaction clearly partakes of the nature of a stock split-up as defined in paragraph .02. Consequently, the committee considers that under such circumstances there is no need to capitalize earned surplus, other than to the extent occasioned by legal requirements. It recommends, however, that in such instances every effort be made to avoid the use of the word dividend in related corporate resolutions, notices, and announcements and that, in those cases where because of legal requirements this cannot be done, the transaction be described, for example, as a split- up effected in the form of a dividend.
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.12 In cases of closely-held companies, it is to be pre­sumed that the intimate knowledge of the corporations’ affairs possessed by their shareholders would preclude any such implications and possible constructions as are re­ferred to in paragraph .10. In such cases, the committee believes that considerations of public policy do not arise and that there is no need to capitalize earned surplus other than to meet legal requirements.
.13 Obviously, the point at which the relative size of the additional shares issued becomes large enough to materially influence the unit market price of the stock will vary with individual companies and under differing market conditions and, hence, no single percentage can be laid down as a standard for determining when capitalization of earned surplus in excess of legal requirements is called for and when it is not. However, on the basis of a review of market action in the case of shares of a number of com­panies having relatively recent stock distributions, it would appear that there would be few instances involving the is­suance of additional shares of less than, say, 2 0 %  or 2 5 %  of the number previously outstanding where the effect would not be such as to call for the procedure referred to in paragraph .10.
.14 The corporate accounting recommended in para­graph .10 will in many cases, probably the majority, result in the capitalization of earned surplus in an amount in excess of that called for by the laws of the state of incor­poration; such laws generally require the capitalization only of the par value of the shares issued, or, in the case of shares without par value, an amount usually within the discretion of the board of directors. However, these legal requirements are, in effect, minimum requirements and do not prevent the capitalization of a larger amount per share.
Stock Split-Ups
.15 Earlier in this section a stock split-up was de­fined as being confined to transactions involving the issuance of shares, without consideration moving to the corporation, for the purpose of effecting a reduction in the unit market price of shares of the class issued and, thus, of obtaining wider distribution and improved marketability of the
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shares. Where this is clearly the intent, no transfer from earned surplus to capital surplus or capital stock account is called for, other than to the extent occasioned by legal requirements. It is believed, however, that few cases will arise where the aforementioned purpose can be accomplished through an issuance of shares which is less than, say, 20% or 25% of the previously outstanding shares.
.16 The committee believes that the corporation’s representations to its shareholders as to the nature of the issuance is one of the principal considerations in determin­ing whether it should be recorded as a stock dividend or a split-up. Nevertheless, it believes that the issuance of new shares in ratios of less than, say, 20% or 25% of the previously outstanding shares, or the frequent recurrence of issuances of shares, would destroy the presumption that transactions represented to be split-ups should be recorded as split-ups.
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Quasi-Reorganization or 
Corporate Readjustment
(Amplification of Institute Rule No. 2 of 1934)
Issue date, unless otherwise indicated: June, 1953
.01 A rule was adopted by the Institute in 1934 which read as follows:
“ Capital surplus, however created, should not be used to relieve the income account of the current or future years of charges which would otherwise fall to be made thereagainst. This rule might be subject to the exception that where, upon reorganization, a re­organized company would be relieved of charges which would require to be made against income if the exist­ing corporation were continued, it might be regarded as permissible to accomplish the same result without reorganization provided the facts were as fully re­vealed to and the action as formally approved by the shareholders as in reorganization.’’ 1 .02 Readjustments of the kind mentioned in the ex­ception to the rule fall in the category of what are called quasi-reorganizations. This section does not deal with the general question of quasi-reorganizations, but only with cases in which the exception permitted under the rule of 1934 is availed of by a corporation. Hereinafter such cases are referred to as readjustments. The problems which arise fall into two groups: (a) what may be permitted in a readjustment and (b) what may be permitted thereafter.
PROCEDURE IN READJUSTMENT.03 If a corporation elects to restate its assets, capital stock, and surplus through a readjustment and thus avail itself of permission to relieve its future income account or earned surplus account of charges which would otherwise be made thereagainst, it should make a clear report to its shareholders of the restatements proposed to be made, and obtain their formal consent. It should present a fair bal-
1 See section 5511.
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ance sheet as at the date of the readjustment, in which the adjustment of carrying amounts is reasonably complete, in order that there may be no continuation of the circum­stances which justify charges to capital surplus.
.04 A write-down of assets below amounts which are likely to be realized thereafter, though it may result in conservatism in the balance sheet at the readjustment date, may also result in overstatement of earnings or of earned surplus when the assets are subsequently realized. There­fore, in general, assets should be carried forward as of the date of readjustment at fair and not unduly conservative amounts, determined with due regard for the accounting to be employed by the company thereafter. If the fair value of any asset is not readily determinable a conserva­tive estimate may be made, but in that case the amount should be described as an estimate and any material differ­ence arising through realization or otherwise and not at­tributable to events occurring or circumstances arising after that date should not be carried to income or earned surplus.
.05 Similarly, if potential losses or charges are known to have arisen prior to the date of readjustment but the amounts thereof are then indeterminate, provision may properly be made to cover the maximum probable losses or charges. If the amounts provided are subsequently found to have been excessive or insufficient, the difference should not be carried to earned surplus nor used to offset losses or gains originating after the readjustment, but should be carried to capital surplus.
.06 When the amounts to be written off in a readjust­ment have been determined, they should be charged first against earned surplus to the full extent of such surplus; any balance may then be charged against capital surplus.A company which has subsidiaries should apply this rule in such a way that no consolidated earned surplus survives a readjustment in which any part of losses has been charged to capital surplus.
.07 If the earned surplus of any subsidiaries cannot be applied against the losses before resort is had to capital surplus, the parent company’s interest in such earned sur­plus should be regarded as capitalized by the readjustment
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just as surplus at the date of acquisition is capitalized, so far as the parent is concerned.
.08 The effective date of the readjustment, from which the income of the company is thereafter determined, should be as near as practicable to the date on which formal con­sent of the stockholders is given, and should ordinarily not be prior to the close of the last completed fiscal year.
PROCEDURE AFTER READJUSTMENT
.09 When the readjustment has been completed, the company’s accounting should be substantially similar to that appropriate for a new company.
.10 After such a readjustment earned surplus pre­viously accumulated cannot properly be carried forward under that title. A new earned surplus account should be established, dated to show that it runs from the effective date of the readjustment, and this dating should be dis­closed in financial statements until such time as the effec­tive date is no longer deemed to possess any special sig­nificance.2
.11 Capital surplus originating in such a readjust­ment is restricted in the same manner as that of a new corporation; charges against it should be only those which may properly be made against the initial surplus of a new corporation.
.12 It is recognized that charges against capital sur­plus may take place in other types of readjustments to which the foregoing provisions would have no application. Such cases would include readjustments for the purpose of correcting erroneous credits made to capital surplus in the past. In this statement the committee has dealt only with that type of readjustment in which either the current income or earned surplus account or the income account of future years is relieved of charges which would otherwise be made thereagainst. *
2 See section 5582.
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Discontinuance of Dating 
Earned Surplus
Section 5582
Issue date, unless otherwise indicated: February, 1956
.01 Section 5581.10, Quasi-Reorganization or Corpo­rate Readjustment, reads as follow s:
After such a readjustment earned surplus previously accumulated cannot properly be carried forward under that title. A new earned surplus account should be established, dated to show that it runs from the effec­tive date of the readjustment, and this dating should be disclosed in financial statements until such time as the effective date is no longer deemed to possess any special significance.
.02 The committee believes that the dating of earned surplus following a quasi-reorganization would rarely, if ever, be of significance after a period of ten years. It also believes that there may be exceptional circumstances in which the discontinuance of the dating of earned surplus could be justified at the conclusion of a period less than ten years.
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Regulated Industries
Section  6011
Issue date, unless other­wise indicated: December,1962
The following statement, referred to in section 4094.22 and approved by the Board, originally appeared in The Journal of Accountancy, December 1962, p. 67:
.01 The basic postulates and the broad principles of accounting comprehended in the term generally accepted accounting principles pertain to business enterprises in general. These include public utilities, common carriers, insurance companies, financial institutions, and the like that are subject to regulation by government, usually through commissions or other similar agencies.
.02 However, differences may arise in the application of generally accepted accounting principles as between reg­ulated and nonregulated businesses, because of the effect in regulated businesses of the rate-making process, a phe­nomenon not present in nonregulated businesses. Such dif­ferences usually concern mainly the time at which various items enter into the determination of net income in accord­ance with the principle of matching costs and revenues.For example, if a cost incurred by a regulated business during a given period is treated for rate-making purposes by the regulatory authority having jurisdiction as appli­cable to future revenues, it may be deferred in the balance sheet at the end of the current period and written off in the future period or periods in which the related revenue ac­crues, even though the cost is of a kind which in a nonregu­lated business would be written off currently. However, this is appropriate only when it is clear that the cost will be recoverable out of future revenues, and it is not appro­priate when there is doubt, because of economic conditions or for other reasons, that the cost will be so recoverable.
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.03 Accounting requirements not directly related to the rate-making process commonly are imposed on regu­lated businesses by orders of regulatory authorities, and occasionally by court decisions or statutes. The fact that such accounting requirements are imposed by the govern­ment does not necessarily mean that they conform with generally accepted accounting principles. For example, if a cost, of a kind which in a nonregulated business would be charged to income, is charged directly to surplus pursuant to the applicable accounting requirements of the regulatory authority, such cost nevertheless should be included in op­erating expenses or charged to income, as appropriate in financial statements intended for use by the public.
.04 The financial statements of regulated businesses other than those prepared for filing with the government for regulatory purposes preferably should be based on generally accepted accounting principles (with appropriate recognition of rate-making considerations as indicated in paragraph .02) rather than on systems of accounts or other accounting requirements of the government.
.05 Generally Accepted Auditing Standards lists four standards of reporting, the first of which says that “ The report shall state whether the financial statements are pre­sented in accordance with generally accepted principles of accounting. ’’ In reporting on the financial statements of regulated businesses, the independent auditor should ob­serve this standard and should deal with material variances from generally accepted accounting principles (with ap­propriate recognition of rate-making considerations as in­dicated in paragraph .02), if the financial statements reflect any such variances, in the same manner as in his reports on nonregulated businesses.
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.................................................................. 1010.01-.04
B U S IN E S S  C O M BIN A TIO N S—S e e  a lso
P u r c h a s e  o f a  B u s i n e s s ...................1091.01-.13
. A g re e m e n ts  to  Is s u e  S h a r e s  . . . .2 0 1 1 .0 9 ;
2011.41
. C o n t in u a t io n  o f O w n e r s h ip ............... 1091.01
. E a rn in g s  p e r S h a r e  D a ta  .................. 2011 .44
. M e rg e r M o v e m e n ts  ............................... 2061 .04
. . A c tu a r ia l G a in s  ( L o s s e s )  ................ 4063.31
. P o o lin g  o f  In te re s ts
. . A c tu a r ia l G a in s  ( L o s s e s )  ................ 4063.31
. . B a s i s  o f  A c c o u n ta b ility  ...................1091.10
. . C o m b in a t io n  o f A s s e t s ..................... 1091.10
. . C o m b in a t io n  o f D e f ic it s  a n d
S u r p lu s e s  ................................................. 1091.10
. . C o m b in e d  R e s u lt s  o f O p e ra t io n s  . .
...........................................................................................1091.13
. . C o n s o lid a te d  E a r n e d  S u r p lu s  . . .1091 .11
. . C o n tin u ity  o f C o n s t itu e n ts  . . 1091.06-.08
. . C o n tin u ity  o f M a n a g e m e n t  . . 1091.06-.08
. . D e f in it io n .....................................................1091.04
. . D is t in g u ish e d  from  P u r c h a s e  . . . 1091.02;
1091.05-.08
. . D iv id e n d s  p e r S h a r e  ......................2011A .25
. . E a r n in g s  p er S h a r e  C o m p u ta t io n s  .
.................................................................. 2 0 1 1 A .04
. . M inority  I n t e r e s t s .................................. 1091.04
. . R e la t iv e  V o tin g  R i g h t s ..................... 1091.05
. . S t a te d  C a p ita l,  S u rv iv in g
C o rp o ra t io n  ............................................ 1091.12
. . T r e a s u r y  S t o c k  D e l iv e r y .................. 5542.13
— C —
C A LL ON ST O C K
. C o n v e rt ib le  D e b t ....................................... 5516.01
. E c o n o m ic  V a lu e  ................................... . .5 5 1 6 .0 7
. S a le  o f C a l l ..................................................5516.07
C A LL O R  RED EM PTIO N
. P re fe r re d  S t o c k  . . .  ................................5515.02
C A LL P R IC E
. D efin itio n  .....................................................2011 D .0 2
. D isc lo s u re  R e q u ire m e n ts  ...................2011.19
C A PITA L C H A N G E S .........................2 0 4 2 .0 1 .0 2
. B o n d  D i s c o u n t ............................................. 5151.01
. D i s c lo s u r e ........................................................2042.02
. S o u r c e  a n d  A p p lica tio n  o f F u n d s  . . . ..............................................................2021.12
. S t o c k h o ld e r s ’ E q u ity  A c c o u n t s  . . .2042 .01
C A PITA L L O S S E S
. T a x  L o s s  C a r r y b a c k s / C a rr y fo r w a r d s  .
..................... .................................................... 4091 .52
CAPITAL STRUCTURE
. C o m p le x  ..................................... 2011 .15 ; 2011 .19
. D is c lo s u re  R e q u ire m e n ts  ...................2011 .19
. E a r n in g s  p er S h a r e  P re s e n ta t io n  . . . .
........................................................2011 .05 ; 2011 .12
. R e la t io n  to  E a r n i n g s ...........................2 0 1 1 B .0 5
. S i m p l e ............................................................... 2011 .14
. S im p le , Illu stra tiv e  S t a t e m e n t ................
........................................................................2 0 1 1 C .02
. S t o c k  D iv id e n d s  or S p l i t s ................2011A .03
CAPITAL SURPLUS ............................... 5511.01
. C o rp o ra te  R e a d ju s t m e n t s ..........5581.01-.12
. C o r re c t io n s , E r ro n e o u s  C r e d it s  . . .5 5 8 1 .1 2
. D e b t w ith  W a rra n ts  ........................ 5516.13-.14
. E x c e s s  o f E q u ity  o v e r  C o s t  o f
S u b s id ia r ie s  .............................................. 2051 .10
. P re m iu m  o n  C o n v e rt ib le  D e b t . . . .5 5 1 6 .1 6
. R e s t r ic t io n s , C o rp o ra te
R e a d ju s t m e n t s ......................................... 5581.11
. R e t ire m e n t  o f S t o c k ........................ 5542.13-.14
. S t o c k  D iv id e n d s  ........................................5561.10
. T r e a s u r y  S t o c k  P ro f its  o r L o s s e s  . . . .
....................................................................5542.05-.07
. T r e a s u r y  S t o c k ,  P u r c h a s e  P r ic e  . .5 5 4 2 .1 3
. W rite -O ffs , B o n d  D i s c o u n t ................5151.01;
5151.03 ; 5151 .16  
. W rite -O ffs , I n t a n g ib le s ...........................5141.09
C A PITA L, W ORKIN G—S e e  W orking  
C a p ita l
CA PITA LIZA TIO N
. L e a s e d  P ro p e rty  ................................5351.02-.05;
5351.09-.10; 5351 .15
. L e a s e s  ............................................ 4051 .18
. S t o c k  D iv id e n d s  . . . .2 0 1 1 A .0 3 ; 5561 .10-.14
C A SH
. M o n e ta ry  A s s e t s  ............. 1071.18; 107 1 B .0 2
. P u r c h a s in g  P o w e r  L o s s e s  ................1071.15
C A SH  FLO W  (C A SH  EA RN IN G S)
. D efin itio n  ........................................................2021.06
C A SH  O U T FL O W S
. C o m p re h e n s iv e  T a x  A llo ca t io n  . . .4 0 9 1 .3 0  
. P a rt ia l T a x  A llo c a t io n  ............................4091.27
C A SH  Y IE L D —S e e  Y ie ld , C a s h
C E R T IF IC A T E S  O F  N E C E S S IT Y ............
...................  4073.01-.03
C E R T IF IC A T E S , P E R C E N T A G E  ............
..........................................................................4073.02-.03
C H A N G ES, A CCO U N TIN G
, A c c e le ra t e d  D e p re c ia t io n  M eth o d  . . .
........................................................4074 .03 ; 4074 .06
. A m o rtiza t io n , In ta n g ib le  A s s e t s  ...........
.................................................................. 5141.05-.06
. C o m p a ra t iv e  F in a n c ia l S t a te m e n ts  . .
............................................................................................ .2041.02
. D e p r e c ia t io n .............................4 0 7 1 .0 7 ;  4071 .15
. In v e n to r ie s , B a s i s .............................5121.14-.15
. P e n s io n  P la n s  ........................ 4063 .47 ; 4063 .49
. P r ic e  L e v e l C h a n g e s ............................. 4071 .08 ;
4071.11-.12
. P ro p e rty  W r i t e - U p s ..................................4072.01
. R e t ro a c t iv e  A p p l ic a t io n ....................... 2010 .24
C H A N G ES, C A PITA L ......................2042.01-.02
C H A N G ES, P R IC E -L E V E L —S e e
P r ic e - L e v e l C h a n g e s
C H A N G ES, ST O C K H O L D E R S’ EQ U ITY ; 
.....................................................  ..........2042.01-.02
C A PITA L S T O C K —S e e  S t o c k h o ld e r s ’ C H A R IT A B LE  IN ST IT U TIO N S
E q u ity  . A p p lica b ility  o f A P B  O p in io n s  ...........510.05
BON © 1 9 6 9 , A m e r ic a n  I n s t i tu te  o f  C e r t if ie d  P u b lic  A c c o u n ta n ts ,  Inc.
T o p ic a l In d e x
R e f e r e n c e s  a re  to  s e c t io n  a n d  p a ra g ra p h  n u m b e rs .
5945
C IR C U L A R  E F F E C T
. E a r n in g s  p e r  S h a r e  ............................. 2 0 1 1 B .0 7
. T r e a s u r y  S t o c k  M eth o d  ...................2 0 1 1 B .1 7
C LA IM S
. C o n d e m n a t io n  P r o c e e d i n g s ............. 5514 .02
. P a t e n t  In f r in g e m e n t ................................5514.02
. P r ic e  R e d e t e r m in a t io n ...........................5514.02
C LA IM S F O R  R E FU N D
. O p e ra t in g  L o s s  C a r r y b a c k s  ............. 4091 .43
. R e c o g n it io n  T a x  E f f e c t s ..................... 4091 .55
. R e n e g o t ia t io n  ............................................. 5514.02
. U n u s e d  In v e stm e n t  C r e d it s  ............. 4094.21
C L A SSIFIC A T IO N  AND D ISC L O SU R E  
O F A LLO W A N C ES ........................ 2044.01-.02
. D is c lo s u re  a s  L ia b i l i t i e s ........................2044.01
C L O SE L Y -H E L D  C O M PA N IES
. S t o c k  D iv id e n d s  ........................................5561.12
C O L L A T E R A L
. D is c lo s u re  R e q u ir e m e n ts  ...................5514.06
. D is c lo s u re  R e q u ire m e n ts , L e a s e d
P r o p e r t y .........................................................4051 .16
C O M BIN A TIO N S—S e e  B u s in e s s  
C o m b in a t io n s
C O M BIN ED  FIN AN CIAL
S T A T E M E N T S  ..................................... 2051 .26  .27
. F o re ig n  S u b s id ia r ie s
. . P r ic e - L e v e l R e s t a t e m e n t s ..............1071.45
CO M M ERCIA L C O M PA N IES
. A p p lica b ility  o f A P B  O p in io n s  ...........510.05
C O M M ITM EN TS
. C o n s tru c t io n -T y p e  C o n t r a c t s .......... 4031 .16
C O M M ITM EN TS, P U R C H A SE
. L o s s e s ,  In v e n to ry  Ite m s  ............. 5121.16-.17
CO M M ITTEE
. A c c o u n t in g  P ro c e d u re
. . A c c o u n t in g  fo r In co m e  T a x e s  . . .4091 .01
. . A p p lica b ility  o f O p in io n s  ....................510.05
. . D a te  S u p e r s e d e d  ....................................100.05
. . D e p re c ia t io n  a n d  A m o rtiza t io n ,
E m e rg e n c y  F a c i l i t i e s ...................... 4073 .06 ;
4073.09
. . D e p re c ia t io n  a n d  H ig h  C o s t s  . . .4 0 7 1 .0 2 ;
4071 .04
. . D e p re c ia t io n , P la n t  a n d  E q u ip m e n t
.........................................................................4071 .11
. . E a r n in g s  p e r S h a r e .............................. 2011.02
. . N e t In co m e  D e te rm in a tio n  ............2010 .14
. . P e n s io n  P la n s  .........................................4063 .03
. . P ro f its  or L o s s e s  o n  T r e a s u r y
S t o c k ............................................. .. . 5542 .03-.12
. . R e s e a r c h  P ro g ra m  ................................. 100.02
. . S u p p le m e n ta ry  F in a n c ia l S c h e d u le s
......................................................................... 1071.02
. . V o tin g  P ro c e d u re  ............................510.06-.07
. . W rite -D o w n s, P la n t  C o s t  ................. 4071 .09
. C o o p e ra t io n  w ith  S t o c k  E x c h a n g e s  . .
...................2051 .01 ; 4010 ; 5111; 5511 ; 5541;
5542.03-.12
. E x e c u t iv e
. . P ro f its  o r L o s s e s  o n  T r e a s u r y
S t o c k ....................................................5542.02-.12
. P ra c t ic e  R e v ie w  .................................. 520.03-.04
. P ro fe s s io n a l E t h i c s ..................................... 520.03
. S p e c ia l  ...............................................................520 .03
. T e r m in o lo g y ................................................  .1 0 0 .0 2
. . D a te  S u p e r s e d e d  ...................................100.05
COMMON C A R R IE R S  ................................6011.01
COMMON S T O C K —S e e  a lso  
S t o c k h o ld e r s ’ E q u ity
. C o n v e rs io n  o f D e b t  .........................5516.02-.03
. D e f in it io n .......................................20 1 1 D .0 4
. E a r n in g s  p e r  S h a r e ............... 2011 D .1 2
. E q u iv a le n t s  ...........................2011 .05 ; 20 1 1 D .0 5
. I s s u a n c e  fo r N o  C o n s id e ra t io n  . . .2 0 1 1 .0 9 ;
2011.27
. N e t  A s s e t s  p e r  S h a r e  .......................... 2011 .39
. N o n m o n e ta ry  Ite m s  . . . .  1071.19; 1 0 7 1 B .0 4
. O u ts ta n d in g  S h a r e s ................................2011.07
. R e la t io n  to  C o n v e rt ib le  S e c u r it ie s  . . .
....................................................................... 2 0 1 1 B .05
. R e t ire m e n t , P re fe rre d  S t o c k  o r D e b t  .
........................................................................... 2011.23
. S h a r e s  Is s u e d  on  C o n v e rs io n  . . . .2 0 1 1 .2 0
. S im p le  C a p ita l  S t r u c t u r e s ...................2011 .14
. T w o - C la s s  .....................................................2011.27
. W e ig h te d  A v e r a g e .............................. 2 0 1 1 A .0 2
COMMON ST O C K  E Q U IV A LEN TS
. A n t i- D i lu t io n ..................................................2011.30
. C o n v e rt ib le  D e b t ....................................... 2011.27
. C o n v e rt ib le  P re fe r re d  S t o c k .............2011.27
. C r ite r ia  fo r D e t e r m in a t io n ......... 2011 .33-.34
. D e f in it io n ......................................................2011 D .05
. D e sc r ip t io n  o f T e r m ............................... 2011 .05
. D ilu tive  E f f e c t ..................... 2011 .24 ; 2 0 1 1 B .0 8
. D iv id e n d  P a r t ic ip a t io n ....................... 2 0 1 1 A .1 5
. D iv id e n d  R a t e  ..................................... .. . .201 1 .3 1
. D u a l P re s e n ta t io n , E a r n in g s  p er
S h a r e  .............................................................. 2011 .16
. E x tra o rd in a ry  Ite m s  ............................... 2011 .30
. Id e n tif ica tio n  o f I s s u e s  ................2011.20-.21
. If C o n v e r te d  M e t h o d .......................... 2 0 1 1 A .0 6
. Illu stra tiv e  S t a t e m e n t ................2 0 1 1 C .0 3 -.0 4
. In te re s t  R a t e  ............................................... 2011.31
. N a t u r e ......... ............................... .............2011.25-.27
. N o n -R e co g n it io n  in F in a n c ia l
S t a t e m e n t s .................................................2011 .39
. O p t io n s  ........................................2011 .27 ; 2011 .35
. P a rt ic ip a t in g  S e c u r it ie s  ......................... 2011.27
• R e c o g n it io n ...........................2011 .26 ; 2 0 1 1 B .0 2
. R e c o g n it io n  in F in a n c ia l  S t a te m e n ts  .
.................................................................20 1 1 B .2 3 -.2 4
. R e t ire m e n t , P re fe r re d  S t o c k  o r D e b t .
........................................................................... 2011 .23
. S e c u r i t ie s  Is s u e d  P rio r to 6 /1 /6 9  . . . .
........................................................................... 2011 .46
. S t a t u s  a t  I s s u a n c e ....................................2011.31
. S u b s e q u e n t  to  I s s u a n c e  ....................2011 .28 ;
2 0 1 1 B .0 5 -.0 8
. S u b s id ia r ie s ’ S e c u r it ie s  ............2 0 11A .2 0 -.2 4
. T im e  o f Is s u a n c e  ............................. 2011.28-.29
. T w o - C la s s  C o m m o n  S t o c k s ...............2011.27
. T w o - C la s s  M e t h o d ............................... 2011A .10
. U s e  o f W e ig h te d  A v e ra g e  ............. 2011A .02
. V a lid ity  o f C o n c e p t  .............................. 2 0 1 1 B .0 3
. V a l u e ................................................................... 2011 .25
. W a rra n ts  ..................................... 2011 .27 ; 2011.35
. Y ie ld  .............................................  ................ 2011 .25
CO M PA RA TIV E FINAN CIAL 
S T A T E M E N T S  .................................. 2041.01-.04
. C h a n g e s  in P r a c t i c e ............................... 2041 .02
. C o m p a r a b i l i t y ............................................... 2041 .03
. P r ic e -L e v e l R e s t a t e m e n t s ................ 1071.38;
1071.44; 1071.48
. P rio r P e rio d  A d ju s tm e n ts  ................ .2 0 1 0 .1 7
. S c o p e  o f R e p o r t ....................................... 2041 .04
. S o u r c e  a n d  A p p lica tio n  o f F u n d s  . . . .
........................................................................... 2021 .13
. T r e a tm e n t  o f E x tra o rd in a ry  Ite m s  a n d
P rio r P e rio d  A d ju s tm e n t s ................. 2010.03
. U s e f u l n e s s .....................................................2041.01
A P B  A c c o u n t in g  P r in c ip le s COM
5946 T o p ic a l In d e x
R e f e r e n c e s  a re  to  s e c t io n  a n d  p a ra g ra p h  n u m b e rs .
C O M P E N S A T I O N
. A c tu a r ia l A s s u m p t io n s  .....................406 3 A .0 7
. D e f e r r e d ..............................  4062.01-.03
. S t o c k  O p tio n  a n d  S t o c k  P u r c h a s e
P la n s  .................................. .................. 4061 .01-.15
C O M P L E T E D - C O N T R A C T  M E T H O D
A d v a n ta g e  ...................................................... 4031.13
B illin g s , In terim  ........................................... 4031.12
C o n s tru c t io n -T y p e  C o n t ra c t s  ................
.................................................................. 4031 .09-.14
D is a d v a n t a g e .................................................4031 .14
L o s s e s  .............................................................. 4031.11
M a tch in g  C o s t s  a n d  R e v e n u e s  . . .4031 .10
O v e rh e a d  C o s t s  .........................................4031.10
R e c o g n it io n  o f In co m e  . .4 0 3 1 .0 9 ; 4031 .11 ;
4031.13-.14
. T im in g  D if fe r e n c e s  .........   4 0 9 1 A .0 2
C O M P O N E N T S  O F  A  B U S I N E S S
. In co m e  T a x  A l lo c a t io n ...........................4091 .05
C O M P R E H E N S I V E  A L L O C A T I O N
. A c c ru a l B a s i s  .............................................4091.30
. In co m e  T a x  E x p e n s e  R e c o g n it io n  . . .
.........................................................................4091.33
. In te rp erio d  T a x  A llo ca t io n  . . . .4091 .28-.31
. M atch in g  P rin c ip le  ...................................4091.30
. R e c u rr in g  D if fe re n c e s  .......................... 4091.31
. R e v e r s a l o f T im in g  D if fe r e n c e s  ...........
.................................................................. 4091 .28-.29
. T a x  E f f e c t s ,  R e c o g n it io n .4091.28-.29;
4091.33
C O N D E M N A T IO N  P R O C E E D I N G S
. C o n t in g e n c ie s  .............................................5514.02
. P ro p e rty  .......................................................... 2010.20
C O N D E N S E D  IN C O M E  S T A T E M E N T S
. In co m e  a n d  O th e r  T a x e s  ...................4081 .18
C O N G L O M E R A T E  C O M P A N I E S  — S e e
D iv e rs if ie d  C o m p a n ie s
C O N S E R V A T I S M
. B a la n c e  S h e e t  v . In co m e  S t a te m e n t  .
.........................................................5151 .04 ; 5581.04
. C o s t - P lu s - F ix e d - F e e  C o n t r a c t s .............
................................................................... 4041.17-.18
. P ro p e rty  T a x  A c c o u n t in g  ...................4081.12
. R e n e g o t ia t io n  R e fu n d s  ........................4042 .04
C O N S I D E R A T I O N
. A s s e t  A c q u is it io n  ................5121 .04 ; 5141.01
. L u m p -S u m  A cq u is it io n  . . .5 1 4 1 .0 3 ; 5141.10
. W a rra n ts , D e ta c h a b le  .........................5516.15
C O N S I S T E N C Y
. E a r n in g s  p e r S h a r e  ................................2011.02
. In ven to ry  P r i c in g ................................ 5121.14-.15
. R e a l a n d  P e rs o n a l P ro p e rty  T a x e s  . .
............................................................................4081.13
C O N S O L I D A T E D  F I N A N C I A L  
S T A T E M E N T S  ...................................... 2 0 5 1 .0 1 .2 8
. A cq u is it io n  D a t e s  ..................................... 2051.12
. B a n k s  ................................................................2051 .04
. C h a n g e s  in B a s i s  o f P re p a ra t io n  . . . .
............................................................................................ .2010.24
. C o m b in e d  F in a n c ia l S t a te m e n ts  . . . .
.................................................................. 2051.26-.27
. C o n d it io n s  fo r C o n so lid a t io n  ...........2051.03
. C o n t r o l ............................................2051 .03 ; 2051.12
. C o rp o ra te  R e a d ju s t m e n t s ..........5581.06-.07
. D isc lo s u re  o f C o n s o lid a t io n  P o lic y  . . .
............................................................................2051.07
. E a r n e d  S u rp lu s , S u b s id ia r ie s  . . . .2 0 5 1 .0 1 ;
2051.11
. E a rn in g s  p e r  S h a r e  ................................ 2011.06
. E a rn in g s , U n c o n s o lid a te d
S u b s id ia r ie s  .............................................. 2051.22
C O N SO L ID A T ED  FINAN CIAL 
S T A T E M E N T S — co n tin u ed  
. E lim in a tio n  o f In te rc o m p a n y
In v e s tm e n ts  ...................................... 2051.09-.15
. E q u ity  M e t h o d ............................................. 2051.05
. E x tra o rd in a ry  Ite m s  ................................2051 .22
. F in a n c e  C o m p a n i e s ................................2051 .04
. F i s c a l  P e rio d  D if fe r e n c e s  ...................2051 .06
. F o re ig n  S u b s id ia r ie s  ......................1081.0 8-.0 9
. . D e p r e c ia t io n ............................................. 1081.13
. . E lim in atio n  o f W rite -U p s  ................4072.01
. . P r ic e - L e v e l R e s t a t e m e n t s ..............1 0 7 1.45
. In co m e  S t a te m e n t  P r e s e n t a t io n ...........
....................................................................2051 .13-.14
. In co m e  T a x e s  ..................................... 2051.18-.19
. In su ra n c e  C o m p a n ie s  ...........................2051 .04
. In ta n g ib le  A s s e t s  ................ 5141 .03 ; 5141 .10
. In v e stm e n t  in P a re n t  by  S u b s id ia ry  . .
........................................................................... 2051.15
. L e a s in g  C o m p a n ie s  (S u b s id ia r ie s )  . . .
........................................................................... 2051.05
. L o s s  C a rry fo rw a rd s , P u r c h a s e d
S u b s id ia r ie s  .............................................. 4091 .48
. M inority  In te re s ts  . . . .2 0 5 1 .0 3 ; 2051.16-.17
. P a r e n t  C o m p a n y  S t a t e m e n t s ..........2051 .28
P o l i c y ................................................................... 2051.04
. P o o lin g  o f In te re s ts  ................................ 1091.11
. P rio r P e rio d  A d ju s tm e n ts  ...................2051 .22
. P u r c h a s e  o f S u b s id ia ry  ..................... 2051 .13 ;
5141.03; 5141.10
. P u rp o s e  .......................................................... 2051.02
. S a le  o f S u b s id ia r y  .................................. 2051 .14
. S o u r c e  a n d  A p p lica tio n  o f F u n d s  . . . .
........................................................................... 2021.13
. S t o c k  D iv id e n d s , S u b s id ia r ie s  . . . .2 0 5 1 .2 0
. S u b s id ia r ie s ’ S e c u r it ie s  ...........20 1 1A .2 0 -.2 4
. T a x  E f f e c t s ,  U n d is tr ib u te d  E a r n in g s  .
...................................................................4091 .37-.38
. T a x ,  I n c o m e .......................................... 2051.18-.19
. T im in g  D if fe r e n c e s  .............................4 0 9 1 A .0 4
. U n c o n s o lid a te d  S u b s id ia r ie s  . .2051 .21-.25
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C o n s tru c t io n -T y p e  C o n t ra c t s
C O N ST R U C T IO N  PER IO D  C O S T S
. T im in g  D if fe r e n c e s  ............................. 4 0 9 1 A .0 5
C O N ST R U C T IO N -T Y P E  C O N T R A C T S
.....................................................................4031.01-.16
. B illin g s , In terim  .......................................... 4031 .02
. C o m m itm e n ts  .............................................4031 .16
. C o m p le te d -C o n tra c t  M eth o d  . .4031.09-.14
. P e rc e n ta g e  o f C o m p le tio n  M eth o d  . .
..............................................................4031.04-.08
. S e le c t io n  o f M eth o d  o f A c c o u n t in g  . .
........................................................................... 4031 .15
C O N ST R U C T IV E  R E T IR E M E N T
. C o rp o ra t io n ’s  O w n  S t o c k  ...........5542 .13-.14
C O N SU M E R  P R IC E  IN DEX
. A d ju s tm e n t  o f  P e n s io n  B e n e f i t s ...........
........................................................................4 0 6 3 A .0 7
. B a s i s  o f I s s u e  ..............................................1071.31
. P r ic e - L e v e l C h a n g e s  ..............................1071.09
C O N T IN G E N C IE S .................................5 5 1 4 .0 1 .0 6
. A s s e s s m e n t s ................................................5514.02
. C a t a s t r o p h e s ................................................5514 .04
. C o m m itm e n ts , G e n e ra l ........................5514.06
. C o n d e m n a t io n  P r o c e e d i n g s ..............5514.02
. D e f in it io n ..................................... 5514 .01 ; 5514.06
. D is c lo s u re  R e q u ir e m e n t s ..........5514.02-.03;
5514.05
. D iv id e n d s  in A r r e a r s ................................ 5514.06
. E q u a liz a t io n  o f In co m e  ........................ 5513.05
. E s t im a t e s  o f P ro p e rty  T a x e s ..........4081 .09
. G a i n s .................................................................. 5514.03
. G e n e ra l a n d  U n d e te rm in e d  ..............5513.01
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. G e n e ra l R is k s  .............................................. 5514.04
. G u a r a n t e e s  ....................................................5514.02
. I s s u a n c e  o f C o m m o n  S h a r e s  . . . .2 0 1 1 .0 9 ;
2 0 1 1 D .0 6
. L e a s e s  in F in a n c ia l S t a te m e n ts  o f
L e s s e e ............................. 5351 .1 0 -.11 ; 5351.13
. L e a s e s ,  L o n g -T e rm  ................................. 5514 .06
. L i t ig a t io n ..................................... 5514 .02 ; 5514 .05
. L o s s e s  on  In v e n t o r ie s ....................5513.01-.02
. L o s s e s ,  P ro b a b le  ...................................... 5514 .03
. N e t  In co m e  D e te rm in a tio n  . . . .551 3 .0 7 -.0 8  
. P a rt ia l A llo c a t io n , In co m e  T a x e s  . . . .
4091 .25
. P a t e n t  In f r in g e m e n t s .............................. 5514.02
. P r ic e  R e d e t e r m in a t io n ............................5514.02
. R e c e s s i o n s ...................................................... 5514 .04
. R e n e g o t ia t io n  R e fu n d s  ......................... 5514.02
. R e p u r c h a s e  A g re e m e n ts  ....................5514.02
. S e c u r it y  fo r L o a n s  ....................................5514 .06
. S t r i k e s .................................................................5514 .04
. U n c o lle c t ib le  R e c e i v a b l e s ....................5514.03
. U n u s e d  L e t t e r s  o f C re d it  ....................5514.06
. W a rs  ................................................................... 5514.04
C O N TIN G EN C Y R E S E R V E S  . . . .5 5 1 3 .0 1 -.08
. A p p ro p ria t io n s , E a r n e d  S u r p lu s  . . .5 5 1 3 .0 8
. C h a r g e s  A g a in s t  In co m e  ...........5513 .03-.04
. C la s s if ic a t io n  in S t o c k h o ld e r s ’ E q u ity
............................................................................5513.08
. E q u a liza t io n  o f In co m e  ......................... 5513.05
. N e t In co m e  D e te rm in a tio n  . . . .5 513 .07-.08
. P r ic e  L e v e l D e c lin e s  ...............................5513.06
. R e s to r a t io n s  to  E a r n e d  S u r p lu s  . .5 5 1 3 .0 8  
. T y p e s  .........................................................5513.01-.02
CONTRACTS, GOVERNMENT—S e e
C o s t - P lu s - F ix e d - F e e  C o n t ra c t s ,  
R e n e g o t ia t io n , a n d  T e rm in a te d  W ar  
a n d  D e f e n s e  C o n t ra c t s
CONTRACTS, LONG-TERM
. C o n s tru c t io n -T y p e  ..........................4031.01-.16
. T im in g  D if fe r e n c e s  .............................4 0 9 1 A .0 2
CONTRACTS, SALES
. L o s s e s  o n  P u r c h a s e  C o m m itm e n ts  . .
........................................................................... 5121.17
. R e c o g n it io n , In v e n to ry  L o s s e s  . . . .5 1 2 1 .0 9
CONTRACTS, SERVICE
. T im in g  D if fe r e n c e s  ........................... 409 1 A .0 4
CONTRACTS, TERMINATED WAR 
AND DEFENSE ................................4043.01-.32
CONTRIBUTIONS
. D e fin e d -C o n tr ib u tio n  P l a n s ................4063 .38
. D e fin it io n , P e n s io n  P l a n s ................4 0 6 3 B .1 5
. T a x  C a r r y o v e r s  ..........................................4091 .52
CONTRIBUTIONS, ACTUARIAL COST 
METHODS
. A c c ru e d  B e n e f it  C o s t  M eth o d  ..............
.........................................................................4 0 6 3 A .1 2
• A g g re g a te  M e t h o d ............................... 4 0 6 3 A .2 8
. E n t ry  A g e  N o rm al M eth o d  .......... 4 0 6 3 A .1 6 ;
406 3 A . 18; 4 0 6 3 A .2 0
. In d iv id u a l L e v e l P re m iu m  M eth o d  . . .
....................................................................... 4 0 6 3 A .25
CONVENIENCE OF THE 
GOVERNMENT
. D efin it io n  ........................................................4043 .10
CONTINGENT ISSUANCE
. A n t i- D i lu t io n .................................................. 2011 .30
. C o m p u ta t io n a l G u id e lin e s  . . . 2 0 1 1A .1 6 -.1 9
. D e f in it io n ..................................................... 20 1 1 D .0 6
. E a r n in g s  p e r  S h a r e  C o m p u ta t io n  . . . .
........................................................................... 2011.27
. P o te n t ia l D ilu tive  E f f e c t  ..................... 2011 .24
CONTINGENT LIABILITIES
. S u b c o n t ra c t o rs ’ C l a i m s ........................4043 .28
CONTRACTORS
. C o n s tru c t io n -T y p e  C o n t ra c t s
4031.01-.16
. C o s t - P lu s - F ix e d - F e e  C o n t ra c t s
.............................................................4 0 4 1 .0 1 -.22
. S a le  a n d  L e a s e b a c k  O p e ra t io n s  . . . .
........................................................................... 5351.22
. S u b c o n t ra c t o rs ’ C l a i m s ................ 4043.24-.30
. T e rm in a te d  W ar a n d  D e fe n s e
C o n t r a c t s  ............................................4043.01-.32
CONTRACTS
. A n n u it ie s ,  G ro u p  ............................. 4063.40-.41 ;
4 0 6 3 A .14
. A n n u it ie s , In d iv id u a l ..................... 4063.40-.41 ;
4 0 6 3 A .23-.24
. A n n u it ie s , S in g le - P r e m iu m ............. 4 0 6 3 A .3 4
. A n n u it ie s , V a r i a b l e .................................. 4063 .33
. D e fe rre d  C o m p e n s a t io n  ............ 4062.01-.03
. P r ic e  A d ju s tm e n ts  .................................. 2010.21
CONTRACTS, BORROWING
. T e rm in a t io n  C o s t  .....................................5151 .06
. U n a m o rt ize d  D i s c o u n t ...................5151 .0 8 -.11
CONTRACTS,
COST-PLUS-FIXED-FEE—S e e  a lso
C o s t - P lu s - F ix e d - F e e  C o n t r a c t s ................
....................................................................4041.01-.22
CONVENTIONAL FINANCIAL 
STATEMENTS— S e e  H is to rica l-D o lla r  
F in a n c ia l  S t a te m e n ts
CONVERSION FACTORS
. P r ic e - L e v e l R e s t a t e m e n t s ..............1 0 7 1 C .0 6
CONVERSION OF DEBT
. C o n v e rt ib le  D e b t .........................................5516 .02
. S h a r e s  Is s u e d  o n  C o n v e rs io n  . . . .2 0 1 1 .2 0
CONVERSION OPTION
. A llo c a t io n  o f P r o c e e d s  . . .5 5 1 6 .1 0 ; 5516.17
. A lte rn a t iv e  C h o ic e s  ................................. 5516 .05
. D e la y e d  E f f e c t i v e n e s s ..................... 2011A .11;
2011A .13
. E s t im a t io n  ......................................................5516 .09
. H o ld e r o f C o n v e rt ib le  D e b t ............. 5516 .01 ;
5516.03
. In se p a ra b ility  ................... 5516 .05-.06; 5516.10
. In v e stm e n t  V a lu e  T e s t  ......................... 2011 .32
. I s s u e r  o f C o n v e rt ib le  D e b t ................. 5516 .02
. M a t e r ia l i t y .........................................................5516 .09
. P r ic e - L e v e l R e s t a t e m e n t s .................... 1071.23
. S e p a ra b ility  ............................................5516 .07-.09
. T e rm in a t io n  ................................................... 5516 .02
. V a lu a t io n  . .2 0 1 1 D .0 9 ; 5516.06-.07 ; 5516 .09
CONVERSION PRICES
. A n ti-D ilu tio n  P r o v i s i o n s ......................... 5516.01
. C o n v e rt ib le  D e b t .........................................5516.01
. D e f in i t io n ......................................................2011D .07
. D is c lo s u re  R e q u ire m e n ts  ....................2011 .19
. M ark e t  P r ic e s  .............................................. 2011.31
. M ark e t  V a lu e , C o m m o n  S t o c k  ..............
................................................................... 5516.01-.03
CONVERSION RATE
. C h a n g e s  in R a t e  ................ 2011 .31 ; 2011 .44 ;
20 1 1 A .1 1 -.1 2
. C o m p u ta t io n a l G u id e lin e s  . . .2 0 1 1A .1 2 -.1 3  
. D e f in it io n ..................... 2 0 1 1 D .0 8
CONTRACTS, EXECUTORY
. L e a s e  A g r e e m e n t s ...........................5351 .07-.08
CONVERSION RIGHTS
. D e te rm in a tio n  o f  R e s id u a lity  ...........2011 .08
A P B  A c c o u n t in g  P r in c ip le s CON
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. D efin itio n  ......................................................2011D .09
. M ark e t  P a r ity  T e s t ...................................2011.32
C O N V E R T IB L E  D E B T ...................... 5516.01-.10
. A c c o u n t in g  C o n c e p t s  ...................5516.04-.09
. A c c o u n t in g  fo r P r o c e e d s ......................5516.10
. A d v a n t a g e s  to  I s s u e r ............................. 5516.02
. A d v a n t a g e s  to  P u r c h a s e r ...................5516.03
. A ffilia te d  C o m p a n i e s ..............................5516.01
. A llo c a t io n  o f P r o c e e d s  ........................ 5516.08
. A n ti-D ilu tio n  P r o v i s i o n s ........................5516.01
. C a l l on  S t o c k ................................................ 5516.01
. C h a r a c te r is t ic s  ...........................................2011.31
. C o m m o n  S t o c k  E q u i v a l e n t s ..............2011.27
. C o n v e rs io n , F o r c e d  ................................ 5516.02
. C o n v e rs io n  o f D e b t ................................5516.02
. C o n v e rs io n  O p tio n , Im p o rta n c e  . . .5 5 1 6 .0 6
. C o n v e rs io n  P r i c e ........................................5516.01
. D a te  E f f e c t i v e ............................................. 5516.17
. D e b t  w ith  S t o c k  W a r r a n t s ................... 5516.11
. D efin itio n  .................................................. . .5 5 1 6 .0 1
. D if fe re n c e s  o f O p in io n ...........................5516.04
. E q u ity  C a p ita l ..............................................5516.02
. E s t im a t io n , C o n v e rs io n  O p tio n  . . .551 6 .0 9
. F in a n c ia l  P la n n in g  ...................................5516.02
. F in a n c in g  C o s t  ...........................................5516.06
. Im p le m e n ta t io n  D i f f i c u l t ie s ................ 5516.09
. In se p a ra b ility  o f C o n v e rs io n  O p tio n  . .
.............................................. 5516.05-.06 ; 5516.10
. In te re s t  E x p e n s e ........................................2011.20
. In te re s t  R a t e s ...........................5516.01-.02
. In v e stm e n t  F e a t u r e s  ............................. 5516.06
. L e a s e s ,  C o m p a r is o n  ............................. 5516.07
. M o n e ta ry  L ia b i l i t y ......................................1071.34
. P re m iu m  o n  D e b t ..................................... 5516.16
. P r ic e - L e v e l R e s t a t e m e n t s ................... 1071.23
. P rio r P e rio d  A d ju s tm e n ts  ...................5516.18
. P ro c e e d s  from  Is s u a n c e  ...................5516.02;
5516.10 ; 5516.17
. P ro te c t io n  o f D e b t S e c u r it y  ............. 5516.03
. R e d e m p tio n  O p tio n  ................................5516.03
. R e t ro a c t iv e  A p p l ic a t io n ........................ 5516.17
. S e p a ra b ilit y  o f C o n v e rs io n  O p tio n  . . .
................................................................... 5516.07-.09
. S in g le - E le m e n t  V ie w  ..................... 5516.05-.06
. S t o c k  I s s u e  on C o n v e rs io n  ............. 5516 .03 ;
5516.12
. S u r re n d e r  o f D e b t S e c u r i t y ................5516 .14
. T e rm in a t io n  o f C o n v e rs io n  O p tio n  . . .
........................................................................... 5516.02
. T im e  o f I s s u a n c e  .....................................5516 .04
. T y p e s  o f D e b t S e c u r it ie s  .................. 5516.16
. U n c e r ta in t ie s  ............................5516 .06 ; 5516 .08
. V a lu a t io n  o f  C o n v e rs io n  O p tio n  ...........
.............................................. 5516 .06-.07 ; 5516.09
. W a rra n ts  N o t D e t a c h a b l e .................. 5516 .14
C O N V E R T IB L E  P R E F E R R E D  ST O C K
. C h a r a c te r is t ic s  .......................................... 2011.31
. C o m m o n  S t o c k  E q u i v a l e n t s .............2011.27
C O P Y R IG H T S
. C la s s if ic a t io n  a s  In ta n g ib le  A s s e t s  . .
.......................................................................... 5141 .02
C O R P O R A T E  A CCO U N TIN G  ___ 510.01- 04
. D iv e rs ity  o f P r a c t i c e ...................................510 .04
. E v o lu t io n ............................................................. 510.02
. Ju d g m e n t  o f  R e s u lt s  ..................................510.01
. S ig n if ic a n c e  o f  In co m e  S t a te m e n t  . . . 12
............................................................................. 510.03
. U n if o r m ity ...........................................................510 .04
C O R P O R A T E  R E A D JU S T M E N T S
..................................................................... 5581.01-.12
. A d ju s tm e n t , C a rry in g  A m o u n ts  . . .5 5 8 1 .0 3
. A d ju s tm e n t , P ro v is io n s  fo r L o s s e s  or
C h a r g e s ......................................................... 5581.05
. A s s e t  W r it e - D o w n s ....................................5581 .04
. C a p ita l S u r p lu s  C o r r e c t io n s  ...............5581 .12
. C a p ita l S u r p lu s  R e s t r i c t io n s ...............5581.11
. C a p ita l  S u r p lu s  R u le  ...............................5581.01
. C o n s e n t  o f S h a r e h o ld e rs  ....................5581 .03
. C o n s e r v a t i s m ................................................. 5581 .04
. D a tin g  E a r n e d  S u r p lu s  ......................... 5581.10
. D isc o n t in u a n c e , D a tin g  E a r n e d
S u r p lu s  ................................................5 5 8 2 .0 1-.02
. E f fe c t iv e  D a t e ...............................................5581 .08
. F a ir  V a lu e  o f  A s s e t s  ...............................5581 .04
. P ro b a b le  L o s s e s  or C h a r g e s  ............5581 .05
. P ro c e d u re  a f te r  R e a d j u s t m e n t ..............
...................................................................5581.09-.12
. P ro c e d u re  in R e a d ju s tm e n t  . . .558 1 .0 3 -.0 8
. S u b s id ia r ie s ’ E a r n e d  S u r p l u s ...................
....................................................................5581.06-.07
. W rite -O ffs  A g a in s t  E a r n e d  S u r p lu s  . .
...........................................................................5581 .06
C O R P O R A T IO N S
. A n n o u n c e m e n ts , S t o c k  S p lit -U p s  . . . .
...........................................................................5561.11
. R e p re s e n ta t io n s ,  S t o c k  D iv id e n d s  or
S p lit -U p s  .......................................................5561 .16
. S t o c k h o ld e r s ’ I n c o m e .............................. 5561 .06
C O S T  B A S IS
. H is to r ica l v . C u r re n t  V a lu e  . . 1071D .02-.05
. In ta n g ib le  A s s e t s  ...................................... 5141 .0 4
. In v e n to ry  P ric in g  ...............................5121.04-.05 ;
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. P r ic e - L e v e l S t a t e m e n t s  ..................... 1071 .05 ;
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C O S T  M ETH O D
. C h a n g e  to  E q u ity  M e t h o d ....................2010 .24
C O S T  O F  G O O D S SO LD
. In v e n to ry  L o s s e s ,  D i s c l o s u r e ...........5121 .14
. P r ic e - L e v e l R e s t a t e m e n t s .................... 1071.39
C O ST-O F-LIV IN G  IN DEX
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C O S T  O R  M A R K E T —S e e  L o w e r  of  
C o s t  o r M ark e t
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. D is c u s s io n  ............................................. 4041 .06-.09
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. U n b ille d  C o s t s  a n d  F e e s ...................4041 .04 ;
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C O S T  R E C O V E R Y  M ETHOD
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C O S T S
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....................................................................4031 .04-.08
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. N o n m o n e ta ry  I t e m s ............................. 1 0 7 1 B .0 4
. P o o lin g  o f In te r e s ts  ................................1091.04
MISLEADING FINANCIAL 
STATEMENTS
. P r ic e - L e v e l R e s t a t e m e n t s ...................1071.46
. P ro v is io n s  fo r C o n t in g e n c ie s  ...........5513.03
. R e a c t io n s  to  A R S  N o . 3 ..................... 1010.02MISA P B  A c c o u n t in g  P r in c ip le s
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MONETARY ASSETS
. A m o u n ts , P r ic e -L e v e l S t a te m e n ts  . . .
........................................................................... 1071.38
. D efin ition  .........................................................1071.18
. E f f e c t  o f H o ld in g ...................1071.33; 1071.48
. E x a m p l e s ...................................................... 1071B .02
. F o re ig n  C u r re n c y  .......................................1071.22
. G a in  o r L o s s  C a l c u la t io n s ...........1071.40-.42
. Id en tif ica tio n  .............................................. 1 0 7 1 C .0 8
. P r ic e -L e v e l G a in s  a n d  L o s s e s  . . . .1 0 7 1 .3 3
. P u rp o s e  o f H o ld in g  ................................. 1071.34
. R e s t a t e m e n t  P r o c e d u r e .................... 107 1 C .1 6
. R o ll-F o rw a rd  P r o c e d u r e ......................... 1071.38
MONETARY ESTIMATES
. C o n t in g e n c ie s  .............................................5514.05
MONETARY LIABILITIES
. A m o u n ts , P r ic e -L e v e l S t a te m e n ts  . . .
........................................................................... 1071.38
. C o n v e rt ib le  D e b t ...................1071.23; 1071.34
. D e b e n tu re s  .................................................. 1071.34
. D efin itio n  ........................................................1071.18
. E f f e c t  o f H o ld in g ...................1071.33; 1071.48
. E x a m p l e s .....................................................1 0 71B .03
. G a in  or L o s s  C a l c u la t io n s .........1071.40-.42
. Id e n t if ic a t io n .............................................1 0 7 1 C .0 8
. P r ic e -L e v e l G a in s  a n d  L o s s e s  . . . .107 1 .3 3
. P u rp o s e  o f H o ld ing  ................. 1071.34
. R e s t a t e m e n t  P r o c e d u r e .................. 1 0 7 1 C .1 6
. R o ll-F o rw a rd  P r o c e d u r e ........................1071.38
MONEY
. C u rre n t  D o lla rs  ............................................1071.32
. P r ic e -L e v e l G a in s  a n d  L o s s e s ................
....................................................................1071.17-.23
MONEY-PURCHASE PLANS ............4 0 6 3 B .1 9
MORTALITY
. A c tu a r ia l A s s u m p t io n s  ..................... 4 0 6 3 A .07
NET INCOME — co n tin u ed
. E x t ra o rd in a ry  Ite m s  In c lu d e d ...................
........................................................2010.20-.21
. H is to r ica l B a c k g r o u n d ....................2010 .08-.15
. P a rt ia l A llo c a t io n , In co m e  T a x e s  . . . .
........................................................................... 4091 .25
. P r ic e - L e v e l G a in s  a n d  L o s s e s ................
....................................................................1071.41-.42
. P r ic e -L e v e l R e s t a t e m e n t s ................. 1071.16;
1071.46
. P ro v is io n s  fo r C o n t in g e n c ie s  ........... 5513.03
. R e c o g n it io n  o f Ite m s  . . . .2 0 1 0 .0 2 ; 201.0.16
. R e -e x a m in a tio n  o f C r ite r ia  .................2010 .15
. R e s t a t e m e n t s ,  P rio r P erio d
A d ju s tm e n ts  .............................................. 2010 .25
. S ig n i f i c a n c e ...........510 .03 ; 2010 .10 ; 2011 .01 ;
5513.04
NET INCOME PER SHARE — S e e
E a r n in g s  P e r  S h a r e
NET LOSS — S e e  N e t  In co m e
NET OF TAX METHOD
. F in a n c ia l S t a te m e n t  P re s e n ta t io n  . . .
............................................. 4091 .53-.54 ; 4091 .63
. In te rp erio d  T a x  A l lo c a t io n ...................4091 .20
NET REALIZABLE VALUE
. D efin it io n  ................................................5 1 2 1 .0 8 -0 9
NEW YORK STOCK EXCHANGE
. C a p ita l S u rp lu s  R u le  ............................ 5511.01
. C o m m itte e  on  S to c k  L is t  ..................5542 .04
. In st itu te  R e c o m m e n d a t io n s  ................ 100.01
. T r e a s u r y  S t o c k ..................... 5541 .01 ; 5542 .01 ;
5542.03-.04
NO-COST SETTLEMENTS
. T e rm in a te d  W ar a n d  D e f e n s e
C o n t r a c t s ................................4 0 43 .09 ; 4043 .32
MORTALITY RATE NOMINAL ASSETS
. D e f in it io n .....................................................4 0 6 3 B .2 8  ■ B o n d  D i s c o u n t ............................................. 5151 .04
MOVING AVERAGE METHOD
. P e n s io n  F u n d s  
. . U n re a lize d  A p p re c ia t io n
(D e p re c ia t io n ) ......................................4063.29
MUNICIPALITIES
. A p p lica b ility  o f A P B  O p in io n s  .510.05
MUTUAL COMPANIES
. E a rn in g s  p e r S h a r e  ...................................2011 .06
— N  —
N A T I O N A L  IN C O M E  A C C O U N T S
. F lo w  o f F u n d s  A n a l y s i s ........................2021.01
. G e n e ra l P r ic e - L e v e l R e s t a t e m e n t s
........................................................................... 1071.24
N E G A T I V E  G O O D W IL L  .............................2051.10
NET INCOME
• A g g re g a te  o v e r  L ife  o f  E n te rp r is e  . . .
........................................................................... 2010.13
. A ll In c lu s iv e  C o n c e p t .......................2010.12-.13
. C o m p a r iso n  w ith  C a s h  E a r n in g s  . . . .
........................................................2 021 .07 ; 2021 .15
. C o n t in g e n c y  R e s e r v e s  ............... 5513.07-.08
. D efin ition  ....................................................... 2010 .04
. D isc lo s u re  in In co m e  S t a t e m e n t ...........
........................................................................... 2010.19
. E a rn in g s  p e r S h a r e  C o m p u ta t io n  . . . .
........................................................2011 .07 ; 2011 .20
E a rn in g s  p e r  S h a r e  F o rm a t  ...............2011.13
E lim in atio n  o f U n c e r t a in t ie s .............. 2010.23
E q u a liza tio n  o f In co m e  ......................... 5513.05
E x c lu s io n s  from  R e s u lt s  o f  
O p e ra t io n s  .................................................2010.27
NOMINAL ISSUE, CAPITAL STOCK
. P ro p e rty  A c q u is it io n  . . . .*..................... 5512.01
N O N C A N C E L A B L E  L E A S E S
. L e s s e e s ’ F in a n c ia l S t a te m e n ts  . . .5 3 5 1 .1 3  
. P u r c h a s e ,  L e a s e d  P ro p e rty  ..............5351.11
N O N C O N V E R T IB L E  D E B T ...........5516 .01- 02
N O N M O N ET A R Y  A S S E T S
. A n a l y s i s ................................................1 071C .0 9-.10
. D e fe rre d  C h a r g e s ..................................... 1071.19
. D efin itio n  ........................................................1071.19
. E f f e c t  o f H o ld in g  ..................................... 1071.33
. E x a m p l e s ..................................................... 1 0 7 1 B .0 2
. F o re ig n  C u r r e n c y  ..................................... 1071.21
. G o l d .....................................................................1071.21
. Id e n tif ica tio n  ............................................. 107 1 C .0 8
. In v e n to r ie s  ..................................................... 1071.19
. In v e s tm e n ts , C o m m o n  S t o c k ............1071.19
. P r ic e - L e v e l G a in s  a n d  L o s s e s  . . . .  1071.33
. P ro p e rty  .......................................................... 1071.19
. P u rp o s e  o f  H o ld in g  ................................1071.34
. R e s t a t e m e n t  P r o c e d u r e ..................... 1071.35;
1 0 7 1 C .15
. S p e c if ic  P r ic e s  ........................................1071 D .01
N O N M O N ETA R Y  L IA B IL IT IE S
. A n a l y s i s ................................................1071C .0 9 - .1 0
. C o n v e rt ib le  D e b t ........................................1071.23
. D e b e n tu re s  .................................................. 1071.34
. D efin itio n  ........................................................1071.19
. E f f e c t  o f  H o ld in g  ..................................... 1071.33
. E x a m p l e s ..................................................... 107 1 B .0 3
. Id e n t if ic a t io n ............................................. 1 0 7 1 C .0 8
. P r ic e -L e v e l G a in s  a n d  L o s s e s  . . . .  1071.33
. P u r p o s e  o f  H o ld in g  ................................1071.34
. R e n t  C o lle c te d  in A d v a n c e ................1071.19
MON © 1 9 6 9 , A m e r ic a n  I n s t i tu te  o f  C e r t i f ie d  P u b lic  A c c o u n ta n ts ,  Inc.
T o p ic a l In d e x
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N O N M O N ET A R Y  L IA B IL IT IE S  —
co n tin u e d
. R e s t a t e m e n t  P r o c e d u r e ..................... 1071.35;
1 0 7 1 C .15
. S p e c if ic  P r ic e s  ........................................1071D .01
N O N P R O FIT  O R G A N IZ A T IO N S
. A p p lica b ility  o f  A P B  O p in io n s  .............510 .05
. E a r n in g s  p er S h a r e  ..............................2011 .06
. In co m e  S t a te m e n ts  .............................. 2010 .05
. In v e n to ry  P r i c i n g ........................................5121 .02
N O N R EC U R R IN G  IT E M S — S e e
E x tra o rd in a ry  Ite m s
N O RM A L C O S T
. A c c ru e d  B e n e f it  C o s t  M eth o d  ......... . .
................................................406 3 A .10; 4 0 6 3 A .13
• A g g re g a te  M e t h o d ................................4 0 6 3 A .2 6
. A tta in e d  A g e  N o rm al M e t h o d ................
....................................................................... 406 3 A .3 1
. D e f in it io n .....................................................4 0 6 3 B .2 9
. D e s c r ip t io n .....................................................4063.21
. E n t ry  A g e  N o rm al M eth o d  . . .4 0 6 3 A .1 6 -.1 7
. In d iv id u a l L e v e l P re m iu m  M eth o d  . . .
........  .......................................................... 4 0 6 3 A .2 2
. M ax im um  A n n u a l P ro v is io n , P e n s io n
C o s t  .................................................................4063.17
. M in im um  A n n u a l P ro v is io n , P e n s io n
C o s t  .................................................................4063 .17
. P ro v is io n , P e n s io n  P la n s  ...........4063.13-.14
N O RM A L P R O F IT  M ARGIN
. In v e n to ry  P r i c in g ................................5121.08-.09
N O T E S  R E C E IV A B L E
. A ff il ia te d  C o m p a n ie s  .............................5111.01
. O f f ic e rs  or E m p l o y e e s .......................... 5111.01
— O —
O B LIG A T IO N S
. L e a s e s ,  L o n g -T e rm  ................................5351.02
. P u r c h a s e s ,  L e a s e d  P ro p e rty  . .5351 .02-.05
O B S O L E S C E N C E
. In v e n to ry  P r i c in g ................................5121.07-.08
O B S O L E T E  P R O P E R T Y
. E m e rg e n c y  F a c il it ie s  ............................. 4073 .10
O C C U P A N C Y  C O S T
. L e a s e d  P r o p e r t y ........................................5351 .04
O F F IC E R S  — S e e  a lso  E m p lo y e e s
O F F IC E R S ’ L IF E  IN S U R A N C E  
PR EM IU M S
. In te rp erio d  T a x  A l lo c a t io n .................. 4091 .32
O F F S E T T IN G  A S S E T S  AN D  
L IA B IL IT IE S
. G e n e ra l P r i n c ip le .2032 .0 1 ; 4041 .22
O F F S E T T IN G  G O V E R N M EN T  
A D V A N C E S
. C o s t - P lu s - F ix e d - F e e  C o n t ra c t s  . . .4 0 4 1 .0 5 ;
4041.22
O F F S E T T IN G  S E C U R IT IE S  A G A IN S T  
T A X E S  P A Y A B L E  ..........................2032.01-.03
. B a la n c e  S h e e t  P re s e n ta t io n  . .2032 .01-.02
. S e c u r it ie s  Is s u e d  fo r P a y m e n t  of
T a x e s ..............................................................2032.03
O IL P A Y M E N T S  S A L E
. T im in g  D if fe re n c e s  ..........................4 0 9 1 A .0 4
O IL P R O D U C E R S
. T r a d e  P ra c t ic e ,  In v e n to r ie s  ............... 5121.03
O P E R A T IN G  C Y C L E
. D efin itio n  ....................................................... 2031 .05
. F lo w  o f  G o o d s .............................................5121.04
O P E R A T IN G  L O S S  C A R R Y B A C K S
. D efin itio n  ........................................................4091.41
. T a x  E f f e c t s ,  A llo ca t io n  . .4 0 9 1 .1 1 ; 4091 .42
. T a x  E f f e c t s ,  R e c o g n it io n  .................. 4091 .43
O P E R A T I N G  L O S S  
C A R R Y F O R W A R D S
. D efin it io n  ....................................................... 4091 .41
. D is c lo s u re  R e q u ire m e n ts  ...................4091 .62
. E lim in a tio n , N e t  D e fe rre d  T a x  C r e d it s
.............................   4091 .47
. P u r c h a s e d  S u b s id i a r ie s ........................4091 .48
. Q u a s i- R e o r g a n iz a t io n s ...........................4091 .49
. R e a liz a t io n  B e y o n d  R e a s o n a b le
D o u b t ......................................................4091 .45-.46
. T a x  E f f e c t s ,  R e c o g n it io n .................. 4091 .11 ;
4 0 91 .42 ; 4091 .44  
. T a x  R a t e s  A p p lic a b le  .......................... 4091 .45
O P E R A T I N G  L O S S E S
. C a r r y b a c k s .............................................4091 .41-.42
. C a r ry fo rw a rd s  .....................................4091 .41-.42
. D efin itio n  ........................................................4091.41
. E lim in atio n  N e t  D e fe rre d  T a x  C r e d it s
........................................................................... 4091 .47
. In co m e  T a x e s ..................................... 4091.41-.49
. Q u a s i- R e o r g a n iz a t io n s ...........................4091 .49
. R e c o g n it io n , T a x  E f f e c t s ,  C a r r y b a c k s
........................................................................... 4091 .43
. R e c o g n it io n , T a x  E f f e c t s ,
C a r r y f o r w a r d s ....................................4091 .44-.46
. S u b s id ia r ie s  P u r c h a s e d ........................4091 .48
O P E R A T I N G  M E T H O D
. L e a s in g  A c t iv it ie s  o f L e s s o r s ...........4051 .06
O P E R A T I O N S ,  F O R E I G N  — S e e  F o re ig n  
O p e ra t io n s
OPINIONS, ACCOUNTING 
PRINCIPLES BOARD
. A c c o u n t in g  R e s e a r c h  B u lle t in s  . . . .5 1 0 .1 0 ;
520.03
. A p p lica b ility  .....................................................510 .05
. A u d ito rs ' R e s p o n s ib ilit ie s  ..................... 510.13
. A u t h o r it y .............................. ; ...................510.08-.10
. D e p a r t u r e s ................................................510.08-.09
. D is c lo s u re  o f D e p a r tu re s  ............. 520.01-.04
. D ist in g u ish e d  from  S t a te m e n ts  . . .2 0 6 1 .1 4
. E f fe c t iv e  D a t e s ............................................. 510.12
. G e n e ra l A c c e p t a b i l i t y ................................510.06
. M a n a g e m e n t  R e s p o n s ib ilit ie s  ...........510.13
. M a t e r ia l i t y .......................................................... 510.11
. P re v a ilin g  P ra c t ic e  ..................................... 510.07
. P rio r  O p in io n s  ................................................510.07
. P ro fe s s io n a l V i e w s ..................................... 510.07
. R e t r o a c t iv i t y ..................................................... 510.11
. R e v ie w  o f A c c o u n t in g  R e s e a r c h
B u l le t in s ........................................................... 510 .10
. R e v is io n s  o f P a s t  A c c o u n t s ................ 510.12
. S u b s ta n t ia l A u th o r ita t iv e  S u p p o rt  . . .
.............................................................510 .09 ; 520 .03
. V o tin g  P ro c e d u re  ................................510.06-.07
OPINIONS, AUDITORS’ 
. A c c o u n t in g  P r in c ip le s  .............................510.10
. A d v e rs e  O p i n io n ...........................................520.03
. A u d it in g  S t a n d a r d s ..................................... 520.03
. D isc la im e r  o f O p in io n ................................ 520.03
. D is c lo s u re  o f  D e p a r tu re s  from  A P B
O p in io n s ................................510 .09 ; 520.01-.04
. P ro fe s s io n a l E t h i c s ..................................... 520 .03
. Q u a lif ic a tio n  o f O p in io n  . . .5 2 0 .0 3 ; 2010 .22
. R e sp o n s ib ility  fo r O p in io n s  . . ............. .510.13
. S o u r c e  an d  A p p lica tio n  o f  F u n d s  . . . .
.......................................................................... 2021 .08
. V a r ia n c e s ,  R e g u la te d  In d u str ie s  . .6 0 1 1 .0 5
O P T IO N S , S T O C K  — S e e  S t o c k  O p tio n  
a n d  S t o c k  P u r c h a s e  P la n s
A P B  A c c o u n t in g  P r in c ip le s OPT
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ORE PAYMENTS SALE
. T im in g  D if fe r e n c e s  ............................4091A .04
ORGANIZATION COSTS
. C la s s if ic a t io n  a s  In tan g ib le  A s s e t s  . .
........................................................................... 5141.02
. T im in g  D if fe r e n c e s  ..............................4091A .03
OTHER TAXES
. B a s e d  on  In co m e  .....................................4091 .12
OUTSTANDING SHARES
. U s e  o f  W eig h ted  A v e r a g e  ............. 2 0 1 1 A .0 2
OVERHEAD
. E x c lu s io n  from  In v e n to ry  C o s t s  . . .5 1 2 1 .0 5
OWNERSHIP INTERESTS
. C o n tin u ity  in B u s in e s s  C o m b in a t io n s
....................................................................1091.04-.06
. D efin itio n  ........................................................1091.04
. E lim in atio n  in B u s in e s s  C o m b in a t io n s
............................................................................1091.03
— P —
PAID-IN CAPITAL — S e e  a lso  C a p ita l
S u rp lu s
. N o n m o n e ta ry  I t e m s ........... ..............1 0 7 1 B .0 4
. P re m iu m  on  C o n v e rt ib le  D e b t . . . .5 5 1 6 .1 6  
. P ro c e e d s ,  S to c k  W a rra n ts  . . . .55 1 6 .1 3 -.1 4
PARENT COMPANY
. A llo ca t io n , T a n g ib le s  a n d  In ta n g ib le s
........................................................................... 5141.10
. C o rp o ra te  R e a d ju s tm e n ts ,
S u b s id ia ry ’s  E a r n e d  S u rp lu s  . . . .558 1 .0 7  
. In ta n g ib le  A s s e t s  ................ 5141 .03 ; 5141 .10
PARENT COMPANY STATEMENTS
. A d d itio n  to  C o n s o lid a te d  S t a te m e n ts
........................................................................... 2051 .28
. E a rn in g s  p e r  S h a r e  ...............................2 0 1 1 .0 6
. F o re ig n  S u b s id ia r ie s  ............................. 1081.09
. . P r ic e -L e v e l R e s t a t e m e n t s ............. 1071.45
. S u b s id ia r ie s ’ S e c u r it ie s  .......... 2 0 1 1A .2 0 -.2 4
PAYABLES
. M o n e ta ry  L ia b i l i t i e s ........................1071.17-.18;
10 7 1 B .0 3
PAY-AS-YOU-GO METHOD
. D e fin it io n , P e n s io n  P l a n s ................4 0 6 3 B .3 1
. U n a c c e p t a b le  P e n s io n  A c c o u n t in g  . .
...........................................................................4063 .2 4
PENSION BENEFITS — S e e  B e n e f it s
PENSION COSTS
. A c c ru e d  ..........................................................406 3 .1 8
. A c tu a r ia l G a in s  ( L o s s e s ) .....................4063 .30
. A m o u n t, A c c o u n t in g  P u r p o s e s  . . .4 0 6 3 .0 9
. A s s ig n m e n t  to  C u rre n t  Y e a r  . .4063 .20-.21
. D e fin e d -C o n tr ib u tio n  P la n s  . . . .4 063 .38-.39
. D is c lo s u re  R e q u ire m e n ts  .................. 4063 .46
. E m p lo y e e s  In c lu d e d  in C a lc u la t io n s
................................................................... 4063 .35-.36
. In d e fin ite  D e f e r r a l .....................................4063 .12
. In su re d  P la n s  .....................................4063.40-.41
. L o n g -R a n g e  V i e w s ..............4 0 63 .11 ; 4063 .13
. M in im um  a n d  M ax im u m  A n n u a l
P ro v is io n  ...................................................... 4063 .17
. P re p a id  .............................................................4063 .18
. T im in g  D if fe r e n c e s  ..............................4091A .03
. T ra n s it io n  to  R e c o m m e n d e d
P r a c t i c e s .............................................. 4063 .48-.49
. U n fu n d e d  P e n s io n  P la n s  .................. 4063 .42
. V a ria b ility  ....................................................... 4063 .19
PENSION FUNDS
. B e n e f it  P a y m e n t s  B a s e d  on' . .40 6 3 .1 5 -.1 6
. D e b t  S e c u r it ie s  ...........................................4063 .32
. E f f e c t  o n  A n n u a l P ro v is io n  for
P e n s io n  C o s t  ............................................4 063 .17
. L e a s in g  A c t i v i t i e s .....................................4051 .08
. M o n e ta ry  o r N o n m o n e ta ry  Ite m s  . . . .
......................................................................... 1 0 7 1 B .0 2
. O v e rfu n d e d  P l a n s .................................... 4063 .44
. R e tu rn  on  I n v e s t m e n t s .....................4 0 6 3 B .2 7
. U n re a liz e d  A p p re c ia t io n
( D e p r e c ia t io n ) ....................................4 063 .28-.29
. V a r ia b le  A n n u it ie s  ..........., .....................4063 .33
P A R T IA L  A L L O C A T IO N
. C a s h  O u tf lo w s  fo r T a x e s  .................. 4091.27
. In te rp erio d  T a x  A llo c a t io n  . . . . 4091 .25-.27
. N o n re cu rr in g  D if fe re n c e s  ...................4091 .26
. R e c u rr in g  D if fe r e n c e s  .......................... 4091 .25
. R e v o lv in g  A c c o u n t  A p p r o a c h ..........4091 .27
. T a x  E f f e c t s ,  R e c o g n it io n  .................. 4091 .27
P A R T IC IP A T IN G  S E C U R IT IE S
. C o m m o n  S t o c k  E q u iv a le n t s  ...........2011 .27 ;
2 0 1 1 A .15
. D e sc r ip t io n  .............................................. 2011 A .14
. T w o - C la s s  M e t h o d .............................. 2011A .09
P A S T  S E R V IC E  C O S T
. A c c ru e d  B e n e f it  C o s t  M eth o d  .............
....................................................................... 4063A .11
■ A g g re g a te  M eth o d  .....................4 0 6 3A .27-.29
. A llo c a t io n  ....................................................... 4063.03
. A m o rt iz a t io n ..................................................4063.17
. A tta in e d  A g e  N o rm al M e t h o d ................
.................................................................4 063A .31-.32
. D efin itio n  .....................................................4 0 6 3 B .3 0
. D e s c r ip t io n ............................................... . .4063 .21
. E n t ry  A g e  N o rm al M eth o d  . . .4 0 6 3 A .1 7 -.1 9
. F u n d in g .............................................................4063 .22
. In d iv id u a l L e v e l  P re m iu m  M eth o d  . . .
................................................4 0 6 3 A .22; 4 0 6 3 A .2 5
P A T E N T  IN FR IN G EM E N T
. C la im s  A g a in s t  O t h e r s  ....................... 5514.02
P A T E N T S
. C la s s if ic a t io n  a s  In ta n g ib le  A s s e t s  . .
........................................................................... 5141 .02
. N o n m o n e ta ry  I t e m ................................1 0 71B .02
PENSION PLANS................................4 0 6 3 .0 1 -.4 9
. A c c e p t a b le  A c tu a r ia l C o s t  M e th o d s  .
............................................................................4063 .24
. A c c o u n t in g  M e th o d , B a s ic  . . . .4 0 6 3 .0 9-.18 
. A c c o u n t in g  R e s e a r c h  B u lle tin  N o . 47
................................................................... 4063 .03-.04
. A c c ru a l o f  P e n s io n  C o s t ............. 4063 .11-.12
. A c c ru e d  B e n e f it  C o s t  M eth o d  . . . .4 0 6 3 .2 0
. A c tu a r ia l C o s t  M e th o d s  ..............4 0 6 3 . 19-.24
. A c tu a r ia l G a in s  a n d  L o s s e s  . . .4 0 6 3 .2 5-.33  
. A c tu a r ia l V a lu a t io n s , A s s u m p t io n s
a n d  C o s t  M e th o d s  ....................4 0 6 3A.0 1 -.3 4
. A llo c a t io n  o f  In co m e  T a x e s  .............. 4063 .45
. A m e n d m e n t s .................................................4063 .17
. A m o rtiza t io n  P a s t  S e r v ic e  C o s t  . . . . .
........................................................4063 .04 ; 4063 .23
. A s s u m p t io n  o f  C o n t in u i t y ....................4063 .16
. C h a n g e s ,  A c c o u n t in g  M e th o d s  . . .406 3 .4 7  
. C o m m itte e  on  A c c o u n t in g  P ro c e d u re
............................................................................4063 .03
. C o m p a n ie s  w ith  M o re  T h a n  O n e  P la n
........................................................................... 4063 .37
. C o m p u ta t io n  o f P e n s io n  C o s t  . . . .4 0 6 3 .0 7
. D e f in e d -B e n e f it  P l a n ........................... 4 0 6 3 B . 18
. D e fin e d -C o n tr ib u tio n  P la n s  . . .4063 .38-.39 ;
4 0 6 3 B .19
. D efin it io n  ......................................................... 4063 .01
. D e v e lo p m e n t  .................................................4063.01
. D is c lo s u re  in F in a n c ia l  S t a te m e n ts  . .
........................................................4063 .18 ; 4063 .46
. D isc re t io n a ry  P e n s io n  C o s t s  . .4 063 .15-.16
. E f f e c t  o f F u n d i n g .............................. 4063 .42-.44
. E m p lo y e e s  In c lu d e d  in C o s t
C a lc u la t io n s  ...................................... 4063 .34-.36
© 1 9 6 9 , A m e r ic a n  I n s t i tu te  o f  C e r t i f ie d  P u b lic  A c c o u n ta n ts ,  In c .ORE
T o p ic a l In d e x
R e f e r e n c e s  a re  to  se c t io n  a n d  p a ra g ra p h  n u m b e rs .
5967
P E N S I O N  P L A N S  — co n tin u ed
. Fu ll A c c ru a l M e t h o d ................................4063 .12
. F u n d in g  R e q u ire m e n t  .......................... 4063.09
. G a in s  or L o s s e s ,  A c tu a r ia l ................4 063 .04
. G lo s s a r y  o f T e r m s ....................... 4063B .01-.44
. G ro w th  ............................................................ 4063 .02
. In co m e  T a x e s ,  E f f e c t  .......................... 4063 .04
. In su re d  P la n s  .....................................4063.40-.41
. In te re s t , U n fu n d e d  P rio r S e r v ic e  C o s t
......................................................................... .4 0 6 3 .0 4
. L e g a l O b lig a t io n s  ................4063 .10 ; 4063 .16
. L im ita tio n s , L e g a l O b lig a t io n s  . . . .4 0 6 3 .1 6
. M e a su re m e n t , C o s t  o f B e n e f i t s ...........
................................................................... 4063 .17-.18
. M ax im u m  P ro v is io n  fo r P e n s io n  C o s t
........................................................................... 4063 .17
. M in im um  P ro v is io n  fo r P e n s io n  C o s t  .
........................................................................... 4063.17
. N e e d  fo r O p in io n  .....................................4063 .06
. P a rt ia l A c c ru a l M eth o d  ............... 4063 .13-.14
. P ro je c te d  B e n e f it  C o s t  M e th o d s  . . . .
........................................................................... 4063.20
. P u r p o s e s ,  G e n e ra l ..................................4063.11
. S c o p e  o f  O p in io n  .....................................4063 .08
. T im e  P e rio d  A llo ca t io n  ....................... 4063 .12
. T ra n s it io n  to  R e c o m m e n d e d
P r a c t i c e s ....................................4063 .48-.49
. V a ria b ility  in A c c o u n t in g  .....................4063 .04
P E R C E N T A G E  C E R T I F I C A T E S
. B a s is  fo r D e te rm in in g  P e rc e n ta g e  . . .
.............................   4073.03
. E m e rg e n c y  F a c il it ie s  .............................4073.02
P E R C E N T A G E  D E P L E T I O N
. T a x  E f f e c t s ,  In ta n g ib le  D e v e lo p m e n t
C o s t s  .............................................................. 4091 .39
P E R C E N T A G E  O F  C O M P L E T I O N
M E T H O D
. A d v a n t a g e s  ..................................................4031.07
. B illin g s , In terim  ..........................................4031 .05
. C o n s tru c t io n -T y p e  C o n t ra c t s  ............. .
..........................................................4031.04-.08
. C o s t - P lu s - F ix e d - F e e  C o n t r a c t s .............
................................................................... 4041.16-.17
. D is a d v a n t a g e s ............................................ 4031 .08
. L o s s e s  ............................................................ 4031 .06
. R e c o g n it io n  o f I n c o m e .......................... 4031.04
. T im in g  D if fe re n c e s  ............................. 4091A .02
P E R C E N T A G E  R A T I O S
. S to c k  D iv id e n d s  v . S p lit -U p s  .............5561.16
P E R F O R M A N C E  O N  C O N T R A C T S
. C o n s tru c t io n -T y p e  C o n t r a c t s ........... 4031.02
. C o s t - P lu s - F ix e d - F e e  C o n t r a c t s .............
................................................................... 4041.14-.15
. T e rm in a te d  W ar a n d  D e fe n s e
C o n t r a c t s ...................................................... 4043.13
P E R I O D I C  A M O R T IZ A T IO N
. D e b t D isc o u n t  a n d  E x p e n s e  or
P re m iu m  .............................................. 5152.01-.02
P E R I O D I C  I N V E N T O R I E S
. In co m e  M e a s u re m e n t  .......................... 5121.01
P E R M A N E N T  D I F F E R E N C E S
. D efin itio n  .........................................................4091 .12
. E x a m p le s  .........................................................4091 .32
. In te rp erio d  T a x  A llo ca t io n  ... 4091 .22 ;
P E R P E T U A L  I N V E N T O R I E S
. In co m e  M e a s u re m e n t  ...........................5121.01
P E R S O N A L  P R O P E R T Y
. In v e n to ry  D efin itio n  ........................5121.02-.03
. L e s s e e s ’ F in a n c ia l S t a t e m e n t s .............
.................................................................. 5351.01-.23
P E R S O N A L  P R O P E R T Y  T A X E S .............
.......................................................................... 4081 .01-.19
P H I L O S O P H Y  O F  A C C O U N T I N G
. C o u n c il O rd e r  to  S p e c ia l  C o m m itte e  .
.............................................................................520.03
P O O L IN G  O F  I N T E R E S T S  — S e e
B u s in e s s  C o m b in a t io n s
P O S T U L A T E S ,  B A S I C
. A c c o u n t in g  R e s e a r c h  S tu d y  N o . 1 . . .
.................................................................. 10 10.01-.04
P R A C T I C E ,  P R E V A I L I N G
. E f f e c t s  on  A P B  O p in io n s  ..................... 510.07
P R A C T I C E  R E V IE W  C O M M I T T E E
. In s tru c t io n s  to  C o m m itte e  ...........520 .03-.04
P R E F E R R E D  S T O C K
. C o n v e rt ib le  into C o m m o n ...................2011.27
. D iv id e n d  P r e f e r e n c e ................................2011.19
. D iv id e n d s  in A r r e a r s ...........5514 .06 ; 5515.02
. E a r n in g s  p e r S h a r e  C o m p u ta t io n s  . . ..............................................................2011.20
. L iq u id atio n  P r e f e r e n c e ........................2011 .19 ;
5515.01-.02
. N o n m o n e ta ry  I t e m s ..............................1 0 7 1 B .0 4
. P ro v is io n s  for C o n v e r s io n ...................2011.37
. R e d e m p tio n  or C a l l ................................5515 .02
. S h a r e s  Is s u e d  on  C o n v e rs io n  . . . .2 0 1 1 .2 0
P R E M IU M  O N  D E B T
. C o n v e rt ib le  D e b t ........................................5516 .16
. D e b t w ith  W a rra n ts  ........................ 5516.13-.15
. In te re s t  M eth o d  o f A m o r t iz a t io n ...........
.................................................................. 5152.01-.02
P R E M IU M  ( R E D E M P T IO N ) ,  B O N D S  
R E F U N D E D  — S e e  U n a m o rtize d  
D isc o u n t
P R E O P E R A T I N G  E X P E N S E S
. T im in g  D if fe re n c e s  ............................. 4 0 9 1 A .05
P R E S E N T  V A L U E
. A c c ru e d  B e n e f it  C o s t  M eth o d  .............
....................................................................... 4 0 6 3 A .10
. A c tu a r ia l V a lu a t io n  .............................4 0 6 3 A .0 2
. D e fe rre d  C o m p e n s a t io n  C o n t ra c t s
................................................................... 4062.01-.03
. D efin itio n , P e n s io n  P l a n s ................4 0 6 3 B .3 3
. E m p lo y e e s ' P e n s io n  B e n e f it s  . . . .4 0 6 3 .2 0
. E n try  A g e  N o rm al M e t h o d ............. 4 0 6 3 A .1 6
. E s t im a t io n  o f B e n e f it s  .....................4 0 6 3 B .0 7
. F u t u r e  B e n e f it s  .....................................4 0 6 3 A .0 7
. M e a s u re m e n t  o f A c tu a r ia l L ia b ilit ie s  .
.........................................................................4 0 6 3 B .0 6
. P e n s io n  C o m m itm e n ts  ........................4063 .03
. V e s te d  B e n e f i t s .....................................4 0 6 3 B .4 3
P R E T A X  A C C O U N T I N G  IN C O M E
A c c e le ra t e d  D e p re c ia tio n  M e th o d s
. R e c o g n it io n  o f T a x  E f f e c t s ...........4074 .05
C o m p re h e n s iv e  A llo ca t io n  ................. 4091 .33
D efin itio n  .........................................................4091 .12
P e rm a n e n t  D if fe re n c e s  .........................4091 .33
P R I C E - L E V E L  C H A N G E S ..................1071.01-.50
. A m o u n t  o f C h a n g e .................................. 1071.13
. A s s e t s ,  F ix e d  .............................................1071.14
. C h a n g e s  in A c c o u n t in g  P ro c e d u re  . . .
............................................. 4071 .08 ; 4071 .11-.12
. C o m p re h e n s iv e  R e s t a t e m e n t s  . . .1 0 7 1 .1 6 ;
1071.46
. C o n s u m e r  P rice  In d e x  . . ..................... 1071.09
. C o n v e rs io n  F a c t o r s ............................. 1 0 7 1 C .0 6
. C o n v e rt ib le  D e b t ...................1071.23; 1071.34
. C u m u la t iv e  E f f e c t s ...................................1071.14
. D e b e n t u r e s ................................1071.23; 1071.34
. D e f la t io n .......................................................... 1071.07
. D e p re c ia tio n  o f  F a c il it ie s  ...................4071 .04
A P B  A c c o u n t in g  P r in c ip le s PRI
5968 T o p ic a l In d e x
R e f e r e n c e s  a re  to  s e c t io n  a n d  p a r a g ra p h  n u m b e rs .
PRICE-LEVEL CHANGES—co n tin u ed
. D e p re c ia tio n  P o l i c y .................................. 4071.07
. D iffere n tia l E f f e c t s ...................................1071.15
. E c o n o m ic  D a ta  ...........................................1071.24
. E c o n o m y  a s  a  W h o l e ............................. 1071.06
. E f f e c t s  . . . . .  .1 0 7 1 .0 1 ; 1071.06; 1 0 7 1 .1 3 -1 6
. F i s c a l  P o l i c y .................................................. 1071.06
. F o re ig n  C u r r e n c y ............................. 1071.21-.22
. G N P  D e f la t o r ...................1071.09-.12; 1071.30
. . A n n u a l A v e r a g e s ,  1929-1968 .............
....................................................................1071A .01
. . Q u a rte r ly  A v e r a g e s ,  1947-1968 . . . .
....................................................................1071A .02
. G a in s  a n d  L o s s e s ...............................1071.17-.23
. G e n e ra l v . S p e c if ic  P r ic e s  ..................1071.08;
1071.29; 1071D.01-.05
. G o l d ...................................................................... 1071.21
. H o ld in g  M o n e ta ry  Ite m s  .......................1071.38
. Illu stra tiv e  E x a m p l e .......................1071D .02-.05
. Illu stra tiv e  S t a t e m e n t s ...............1071C .01-.44
. In f la t io n ...............................................................1071.07
. In fla tio n a ry  T r e n d s .................................... 1071.12
. In te rn atio n a l T r a d e .................................... 1071.06
. In v e n to ry  P r i c in g ................................. 5121.07-.08
. In v e s tm e n ts  . . . . ......................................... 1071.06
. L o s s e s  o f P u rc h a s in g  P o w e r ...........1071.15
. M e a s u r e m e n t ................................................. 1071.09
. M o n e ta ry  I t e m s .................................... 1071.17-.18
. N o n m o n e ta ry  I t e m s ..........................1071.19-.20
. P ric in g  P o lic ie s  ............................................1071.06
. P ro c e d u re s  fo r R e s t a t e m e n t s
1071C.01-.44
. P ro d u ct  D iss im ila r ity  ........................1071.C . 05
. P u rc h a s in g  P o w e r  C h a n g e s ............. 1071.07
. P u rp o s e  o f  R e s t a t e m e n t s .................... 1071.29
. R a t e  o f  In flatio n  ......................................... 1071.14
. R e c o g n it io n  in N e t  In co m e  . . . .1071 .40-.41  
. R e p la c e m e n t  o f P la n t  F a c il it ie s  . . .407 1 .0 4  
. R e s e r v e s  fo r In v e n to ry  L o s s e s  . . .5 5 1 3 .0 6  
. R e s t a t e m e n t ,  H is to rica l C o s t s  . . . .1 0 7 1 .0 5  
. R e s t a t e m e n t  in T e r m s  o f D e p re c ia te d
C u r r e n c i e s ................................................... 4071 .13
. R e s t a t e m e n t  T e c h n iq u e s  .................... 1071.10
. S p e c if ic  v . G e n e ra l P r ic e -L e v e l . . .1 0 7 1 .0 8
. S u p p le m e n ta ry  In fo rm atio n  ...............1071.02
. W a g e  N e g o t ia t io n .......................................1071.06
. W rite -D o w n s, P la n t  C o s t s ....................4071 .09
. Y e a r - to -Y e a r  C h a n g e s ............................ 1071.11
P R IC E-LE V EL  FINANCIAL 
ST A T E M E N T S  ..................................1071.01-.50
. A m o r t iz a t io n ............................. 1071.20; 1071.39
. A p p ra isa l V a l u e ......................1071.05; 1071.48
. A s s u m p t io n s .............................................107 1 C .0 2
. B a la n c e  S h e e t  Ite m s  ................ 1071C .0 9-.10
. B a s e s  o f A c c o u n t in g ...........................1071D .02
. B a s i s  fo r P r e p a r a t io n ............................. 1071.48
. B a s i s  fo r P r e s e n t a t io n ...........................1071.32
. C h a n g e s  in P u rc h a s in g  P o w e r  .............
....................................................................1071.03-.04
. C la s s if ic a t io n  o f Ite m s  ............. 1071B .01-.04
. C o m b in e d  S t a t e m e n t s .......................... 1071.45
. C o m m o n  S t o c k ........................................107 1 B .0 4
. C o m p a ra t iv e  S t a t e m e n t s .................. 1071.38;
1071.44; 1071.48  
. C o m p a r is o n , H isto rica l-D o lla r
S t a te m e n ts  ................ 1071.04; 1071.25-.26;
1071.47
. C o m p re h e n s iv e  R e s t a t e m e n t s  . . .1 0 7 1 .1 6 ;
1071.46; 1071D .01
. C o n s o lid a te d  S t a t e m e n t s .................... 1071.45
. C o n v e rs io n  F a c t o r s ...............................1 0 7 1 C .0 6
. C o s t  o f G o o d s  S o ld  ................................. 1071.39
. C o s t  P rin c ip le  . . .1 0 7 1 .0 5 ; 1071.28; 1071.35
. C r e d i t o r s ............................................................1071.06
. C r ite r ia , M o n e ta ry  a n d  N o n m o n e ta ry
I t e m s ....................................................1071B .01-.04
. C u rre n t-D o lla r  S t a te m e n ts  ..................1071.32
PRICE-LEVEL FINANCIAL 
STATEMENTS — c o n tin u e d
. C u r re n t  V a l u e ..............................................1071.05; 1071.48
. C u t-o ff  D a te  ............................................. 1 0 7 1 C .0 5
. D e fe rra l, M o n e ta ry  G a in s  .................... 1071.42
. D e p r e c ia t i o n _____ 1071.20; 1071.39; 1071.46
. D is c lo s u re  R e q u ire m e n ts  ...........1071.46-.49
. E f f e c t s  o f  P r ic e -L e v e l C h a n g e s  ...........
.........................................................................................1071.01;  1071. 13-.16
. E x p e n s e s  ......................................................... 1071.39
. E x p la n a t io n s  R e q u ir e d ............................ 1071.48
. E x t ra o rd in a ry  Ite m s  ................................. 1071.46
. F i r s t - Y e a r  R e s t a t e m e n t s ..................1 0 7 1 C .0 1 ;
1 0 7 1 C .10
. F o re ig n  C u r r e n c y  S t a te m e n ts  . . . .1 0 7 1 .2 6
. F o re ig n  O p e r a t io n s ............. 1071.24; 1071.26
. F o re ig n  S u b s id ia r ie s  ...............................1071.45
. G N P  D e f la to r  .................................... 10 7 1 C .0 5 -.0 6
. G N P  D e fla to r , A v e r a g e s  . . . . 1 0 7 1 A .0 1-.02  
. G a in s  a n d  L o s s e s  . . . 1071.17-.23; 1071.33;
1071.39-.43
. G e n e ra l v . S p e c if ic  P r ic e s  . . .1071D .01-.05
. G o v e rn m e n t  O f f i c i a l s ...............................1071.06
. G u id e lin e s  fo r P r e p a r a t io n ..................1071.27;
1 0 7 1 C .0 1 -.4 4
. Id e n tif ica t io n  o f I t e m s ......................... 1 0 7 1 C .0 8
. Illu s tra tiv e  S t a t e m e n t s ............. 1071C .01-.44
. In co m e  S t a te m e n t  I t e m s ...1071.39;
1 0 7 1 C .1 1 -.1 4
. In co m e  T a x  E x p e n s e  . . .1 0 7 1 .2 0 ;  1071.39;
1071.49
• In d e x  to U s e  ...........  .1 0 7 1 .2 9 ; 1071.30-.31
. I n v e s t o r s .......................................................... 1071.06
. L a n d , R e s t a t e m e n t  E x a m p le  . . . .  1071.35;
1 0 7 1D .02-.05
. L o w e r  o f  C o s t  a n d  M a r k e t .1071.37;
1 0 7 1 C . 17
. M a n a g e m e n t  ................................................ 1071.06
. M e a su rin g  U n it  ........................................... 1071.04
. M inority  I n t e r e s t s ................................... 1 0 7 1 B .0 4
. M o n e ta ry  a n d  N o n m o n e ta ry  Ite m s
...................................1 0 7 1 .3 3 -3 4 , 1 0 7 1 B .0 1-.04
. M o n e ta ry  Item  R e s t a t e m e n t s ................
........................................................................1 0 7 1 C .16
. M o n e ta ry  Ite m s, A m o u n ts  ................1071.38
. N a t u r e .................................1 0 7 1 .0 1 .0 6 ; 1071.28
. N e t  I n c o m e ..................... 1071.16; 1071.41-.42;
1071.46
. N o n m o n e ta ry  Item  R e s t a t e m e n t s  . . .
........................................................................1 0 7 1 C .15
. N o t e s  ......................  1071.48
. P a id -in  C a p ita l ......................................... 1 0 7 1 B .0 4
. P a r t ia l R e s t a t e m e n t s  ............................ 1071.46;
1071D .01-.05
. P re fe r re d  S t o c k  . . . ..............................1 0 7 1 B .0 4
. P re s e n ta t io n  ...........1071.25-.26; 1071.47-.49
. P rio r Y e a r s ’ R e s t a t e m e n t s ................1071 .48
. P ro c e d u r e s  fo r R e s t a t e m e n t s ................
............................................................1071C .01-.44
. P u r c h a s in g  P o w e r, C u r r e n t ..................1071.32
. P u rp o s e  o f R e s t a t e m e n t s .................... 1071.29
. R a t io s  a n d  P e r c e n ta g e s  .......................1071.47
. R e p la c e m e n t  C o s t s  ...........1071.05; 1071.48
. R e q u i r e m e n t s .................................... 107 1 C .0 3 -.0 4
. R e s t a t e m e n t ,  N o n m o n e ta ry  Ite m s  . . .
........................................................1071.33; 1071.35
. R e ta in e d  E a r n in g s  . . . .  1071.49; 1 0 7 1 B .0 4 ;
1 0 7 1 C .10
. R e v e n u e ............................................................1071.39
. R o ll-F o rw a rd  P r o c e d u r e .......................1071.38;
1071.44 ; 1071.49; 1 0 7 1 C .1 9
. S a l e s ....................................................................1071.46
. S e c u r it ie s ,  M a r k e t a b le ....................... 1 0 7 1 B .0 2 ;
1 0 7 1 C .17
. S e p a r a t e  S c h e d u l e s ..................................1071.47
. S t e p s  to  P r e p a r e ............................ 1 0 7 1 c .0 8 - .1 9
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PRICE-LEVEL FINANCIAL 
STATEMENTS — co n tin u ed
. S to c k h o ld e rs ’ E q u i t y .............................1071.46;
107 1 B .0 4
. S u p p le m e n ta ry  In f o r m a t io n ............. 1071.25;
1071.47-.48
. T im e  o f R e p o r t in g ................ 1071.20; 1071.39
. U p d a tin g  P re v io u s  S t a te m e n ts  . . .1 0 7 1 .4 4 ;
1071.48
. U s e f u l n e s s .......................1071.06; 1071.25-.26
PRICE-LEVEL GAINS AND LOSSES . . ..................................................................1071.17-.23
. C a l c u la t io n s ...................1071.40-.42; 107 1 C .1 8
. C o m p a r is o n , H is to rica l-D o lla r  Ite m s  . .
............................................................................1071.39
. D i s c lo s u r e ........................................................1071.46
. G e n e ra l v . S p e c if ic  P r ic e s  . . . 1071D .02-.05
. H o ld in g  M o n e ta ry  I t e m s ......................1071.38;
1071.48
. Id e n tif ica tio n , M o n e ta ry  Ite m s  . . . .  1071.36
. M o n e ta ry  Ite m s  ...........1071.17-.18; 1071.33;
1071.40
. N o n m o n e ta ry  Ite m s  . . 1071.19-.20; 1071.33
. O f f s e t t in g ........................................................1071.43
. P re s e n ta t io n  ................................................1071.43
. R e c o g n it io n  ...................................................1071.33
. S o u r c e ................................................................1071.33
. T im e  o f R e p o rtin g  . .1 0 7 1 .3 9 ; 1071D .02-.05
PRICE REDETERMINATION — S e e  a lso  
R e n e g o t ia t io n
. C o n t in g e n c ie s  .............................................5514.02
PRICES
. G N P  D e f la t o r ................................................1071.09
. G e n e ra l L e v e l ............................................. 1071.08
. In v e n to ry  P r i c in g ................................5121.04-.05
. P ro d u c ts ,  R e te n t io n  o f E a rn in g s  . . . .
....................................................................... .4 0 7 1 .1 6
. S p e c if ic  v . G e n e ra l ................................1071 08;
1071 D .01-.05
. W orld L e v e ls  ................................................1071.12
. Y e a r - to -Y e a r  C h a n g e s ...........................1071.11
PRICING
. P r ic e -L e v e l C h a n g e s  .............................1071.06
PRIMARY EARNINGS PER SHARE . . . 
........................................................................... 2011.24-.39
. A n t i- D ilu t io n ..................................................2011.30
. B a s e s  o f C a lc u la t io n  ............. .. . . 2011.20-.21
. C o n t in g e n t  I s s u a n c e  o f S h a r e s  ...........
.................................................................2011A .16-.19
. C o n v e rs io n  R a t e  .................................. 201 1 A .1 2
. C o n v e r s io n s  a fte r  P e rio d  .................. 2011.22
. C o n v e r s io n s  d u ring  P e rio d  ................2011.22
. D efin itio n  .....................................................2011 D .1 9
. D ifferin g  V ie w p o in ts  ...........................2 0 1 1 B .0 4
. D ilution , O p t io n s  a n d  W a rra n ts  . . .2 0 1 1 .3 5 ;
20 1 1 B .1 7
. D ilu tive  E f fe c t ,  C o m m o n  S to c k
E q u i v a l e n t s .................................................2011.24
. D ist in g u ish e d  from  F u lly  D i lu t e d ...........
..........................................................................2011.16
. D u a l P r e s e n t a t io n .............................2011.15-.16
. E f fe c t iv e  D a t e .....................................2011.45-.46
. F in a n c ia l S ta te m e n t  P re s e n ta t io n  . . .
........................................................2011.21; 2011.39
. Id en tif ica tio n  o f I s s u e s  ............... 2011.20-.21
. If C o n v e rte d  M e t h o d ..........................2 0 1 1 A .0 6
. Illu stra tiv e  S t a t e m e n t ............... 2 0 1 1 C .0 3 -.0 4
. In c re a s e d  b y  C o n t in g e n t  I s s u a n c e  . . .
........................................................................... 2011.30
. In f lu e n ce d  by M ark e t ....................... 2 0 1 1 B .1 7
. O p t i o n s .................................................... 2011.35-.38
. P e r io d s  P re s e n te d  ..........................2011.17-.18
. P rio r P e rio d  R e s t a t e m e n t s  .......... 2011A .12
PRIMARY EARNINGS PER SHARE—
c o n tin u e d
. R e c o g n it io n , C o m m o n  S to c k
E q u iv a le n t s  ..................... 2011 .26 ; 2 0 1 1 B .0 2 ;
2 0 1 1 B .0 8
. R e t ro a c t iv e  A d ju s t m e n t s ...................2011 .22 ;
2 0 1 1 A .12
. S e c u r it ie s  Is s u e d  P rio r to  6 /1 /6 9  . . . .
........................................................................... 2011 .46
. S u b s id ia r ie s ’ S e c u r it ie s  ............2 0 1 1A .20-.24
. T im e  o f I s s u a n c e  ............................. 2011 .28-.29
. T r e a s u r y  S t o c k  M e t h o d ................. 2011 .36-.38
. V a lid ity  o f C o n c e p t  .............................. 2 0 1 1 B .0 3
. W a r r a n t s ................................................... 2011 .35-.38
PRIME INTEREST RATE — S e e  B a n k  
P rim e  In te re s t  R a t e
PRINCIPAL
. B o n d s  Is s u e d  a t  D i s c o u n t ...................5151 .02
PRIOR PERIOD ADJUSTMENTS
. C o m p a ra t iv e  F in a n c ia l S t a te m e n ts  . .
........................................................................... 2010.17
. C o n s o lid a te d  F in a n c ia l S t a te m e n ts  . .
........................................................................... 2051.22
. C o n v e rt ib le  D e b t ........................................5516 .18
. C r ite r ia  ..................................................... 2010 .22-.24
. D isc lo s u re  o f  R e s u lt in g  E f f e c t s  . . . 2010 .25
. E a r n in g s  p e r S h a r e  R e s t a t e m e n t  . . . .
.......................................................................... 2011 .18
. E x a m p le s  ........................................................2010 .22
. Illu stra tiv e  S t a te m e n ts  ............. 2 0 1 0A .02-.05
. Ite m s  N o t A p p l i c a b le ............................. 2010 .23
. R e a l a n d  P e rs o n a l P ro p e rty  T a x e s  . .
........................................................................... 4081 .19
. R e c o g n it io n  in P e rio d  ...................2010 .02-.03
. R e n e g o t ia t io n  R e fu n d s  ........................4042 .08
. R e s t a t e m e n t s  o f A ffe c te d  P e r io d s......................................................................2010.11
. R e t ro a c t iv e  A p p l ic a t io n ................ 2010 .17-.18
. S in g le  P e rio d  S t a t e m e n t s ...................2010.17
. T a x  E f f e c t s ................................4091 .09 ; 4091.61
PRIOR SERVICE COST
. A c tu a r ia l G a in s , A p p l ic a t io n ............... 4063 .30
. D efin itio n  .................................................... 4 0 6 3 B .3 4
. D e s c r ip t io n .....................................................4063.21
. E x c e s s  F u n d  A s s e t s  ............................... 4063 .44
. F u n d in g ............................................................ 4063 .22
. U n fu n d e d  .................................. 4 0 63 .13 ; 4063.17
PRO FORMA COMPUTATION
. E a r n in g s  p e r  S h a r e ............. 2011 .09 ; 2011 .15
PRO RATA RECOGNITION OF 
PROFIT
. C o s t - P lu s - F ix e d - F e e  C o n t r a c t s .............
.................................................................. 4041 .13-.14
PROCEEDS
. A llo c a t io n , C o n v e rs io n  O p tio n  . . .5 5 1 6 .1 0 ;
5516.17
. B o n d s  Is s u e d  a t  D i s c o u n t ...................5151 .02
. C o n v e rt ib le  D e b t ...................5516 .02 ; 5516 .08
. D e b t  D isc o u n t  a n d  E x p e n s e  or
P re m iu m  .............................................. 5152.01-.02
. D e b t  S e c u r i t y ............................................... 5516.13
. S a le  o f D o n a te d  S to c k  ..........................5512.01
. S to c k  P u r c h a s e  W a rra n ts  .................... .5516 .13
PROCESSES, SECRET
. C la s s if ic a t io n  a s  In ta n g ib le  A s s e t s  . .
............................................................................5141.02
PRODUCTION
. C o s t .....................................................................5121.05
. In v e n to ry  D efin itio n  ....................... 5121.02-.03
PROFESSIONAL ETHICS CODE
. R e q u ire m e n ts , A u d ito rs ’ O p in io n s  . . .
.....................................................................520.03-.04
A P B  A c c o u n t in g  P r in c ip le s PRO
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P R O F E S S IO N A L  F E E S
. P e n s io n  P l a n s .......................................... 4 0 6 3 A .0 6
P R O F E S S IO N A L  F IR M S
. A p p lica b ility  o f A P B  O p in io n s  ...........510.05
P R O F E S S IO N A L  V IEW S
. E f f e c t s  on  A P B  O p in io n s  ..................... 510.07
P R O F IT  AND L O S S  S T A T E M E N T S —
S e e  S t a te m e n ts  o f In co m e
PROFIT-M AKIN G O RG A N IZA TIO N S
. A p p lica b ility  o f A P B  O p in io n s  ........510 .05
P R O FIT -SH A R IN G  P LA N S
. A p p lica b ility  o f O p in io n  .....................4063 .08
. E a rn in g s  p e r S h a r e  C o m p u ta t io n s  . . .
.........................................................................2 0 1 1 A .0 6
PRO FIT -SH A R IN G  P LA N S 
(D E F E R R E D )
. D e f in it io n .................................................... 4 0 6 3 B .1 7
. T im in g  D if fe re n c e s  .............................4091A .03
P R O F IT S  O R  L O S S E S
. T r e a s u r y  S t o c k ..................................5542.01-.14
P R O JE C T E D  B E N E F IT  C O S T  
M ETH O D S
. A c tu a r ia l C o s t  M eth o d  ............. 4063A .15-.33
. C o s t  A s s ig n m e n t  .............................4063.20-.21
. G e n e ra l D e s c r ip t io n ..................................406 3 a . 15
P R O P E R T Y
. A c q u ire d  a t  L o w e r  P r ic e  L e v e l s ...........
............................................. 4071 .04-.05 ; 4071 .16
. A c q u is it io n  b y  D o n a te d  S t o c k  . . . .551 2 .0 1  
. A c q u is it io n s , S o u r c e  a n d  A p p lica tio n
o f F u n d s  ......................................................2021 .12
. A llo c a t io n , T a n g ib le  a n d  In ta n g ib le  . .
........................................................................... 5141 .10
. A s s e s s e d  V a lu a t io n  fo r P ro p e rty
T a x e s .............................................................. 4081 .02
. B a s is ,  In v e stm e n t  C r e d i t .................... 4094 .1 4
. C a p ita liz a t io n  o f R e a l E s t a t e  T a x e s
........................................................................... 4081.17
. C o n d e m n a t io n  o r E x p ro p ria tio n  . . .2 0 1 0 .2 0
. E m e rg e n c y  F a c i l i t i e s ...................... 4073.01-.10
. E q u ity  A c c u m u la te d  by L e s s e e  ...........
............................. 5351 .06-.07 ; 5351.09-.12
. In fla tio n a ry  E f f e c t s .................................... 1071.14
. In ta n g ib le  A s s e t s  ............................. 5141.01 -.10
. In v e n to ry  D efin itio n  ......................... 5121.02-.03
. In v e stm e n t  C r e d i t .............................. 4094.01-.22
. L e a s e d  to  O t h e r s ..............................4051.01-.19
. N o n m o n e ta ry  A s s e t s  ............................ 1071.19;
1071 B .0 2
. P u r c h a s e s ,  L e a s e d  P ro p e rty  . .5 351 .02-.05
. R e s id u a l V a lu e  o f  L e a s e d  P ro p e rty  . .
........................................................4051 .05 ; 4051 .14
. R ig h ts  .........................................................5351.04-.05
. S a le  a n d  L e a s e b a c k  O p e ra t io n s  . . . .
........................................................................... 5351 .22
. S a le  a n d  L e a s e b a c k ,  T im in g
D i f f e r e n c e s .............................................. 4 0 9 1 A .0 4
. S a le s ,  S o u r c e  a n d  A p p lica tio n  of
F u n d s ..............................................................2021 .12
. T a x e s ,  R e a l a n d  P e rs o n a l . . . .4 0 8 1 .0 1 -1 9
. T r a n s f e r s ,  T a x  L ia b ility  B e tw e e n
V e n d o r  a n d  V e n d e e  ....................4081 .05-.06
. W rite -U p s  .........................................................4072.01
P R O S P E C T U S E S
. E a rn in g s  p e r S h a r e  ................................. 2011.01
. P ro  F o rm a  E a r n in g s  p e r  S h a r e  . .  .2 0 1 1 .0 9
P R O V ISIO N S F O R  C O N TIN G EN C IES
. E f f e c t s  on  N e t  I n c o m e ......................... 5513.03;
5513.05 ; 5513.07-.08
P R O V ISIO N S FO R  LIA BIL IT IES
. A d ju s t m e n t s .......................................... .. . .2 0 1 0 .2 3
P R O V I S I O N S  F O R  L O S S E S
. F o re ig n  O p e r a t io n s ............. 1081 .04 ; 1081.11
P R O V I S I O N S  F O R  P E N S I O N  P L A N S
. D efin itio n  ..................................................... 4 0 6 3 B .3 6
. D is c lo s u re  R e q u ire m e n ts  ...................4063 .46
. F u n d in g  R e q u ire m e n ts  ........................ 4063 .09
. M ax im u m  a n d  M in im um  ..................... 4063 .17
P R O X Y  S T A T E M E N T S
. P ro  F o rm a  E a rn in g s  p e r S h a r e  . . .2 0 1 1 .0 9
P U B L I C  U T I L I T I E S ........................................ 6011.01
P U R C H A S E  C O M M IT M E N T S
. L o s s e s ,  In v e n t o r ie s ........................ 5121.16-.17 ;
5 5 1 3 .0 1 -.08
P U R C H A S E  O F  A  B U S I N E S S  — S e e
a lso  B u s in e s s  C o m b in a t io n s  . . . .1091.01-.13
. A c tu a r ia l G a in s  ( L o s s e s ) ..................... 4063.31
. B a s i s  o f A s s e t s  A c q u i r e d ................... 1091.09
. C o n tin u ity  o f C o n s t itu e n ts  . . . .  1091.06-.08
. C o n t in u ity  o f  M a n a g e m e n t  . . . .  1091.06-.08
. D efin itio n  ........................................................ 1091.03
. D is t in g u ish e d  from  P o o lin g  o f
In te r e s ts  ...............................................1091.05-.08
. E a r n in g s  p er S h a r e  C o m p u ta t io n s  . . .
........................................................................2011A .04
. E lim in a tio n  o f O w n e rs h ip  ...................1091.01
. R e la t iv e  V o tin g  R i g h t s ........................... 1091.05
. W a rra n ts  Is s u e d  w ith  D e b t ................5516 .15
P U R C H A S E  P L A N S
. S t o c k ..........................................................4061.01-.15
P U R C H A S E  v. P O O L IN G  O F  
I N T E R E S T S
. D ist in g u ish in g  C h a r a c te r is t ic s  . . . .  1091.02  
P U R C H A S E S
. T r e a s u r y  S t o c k ...................................5542.03-.14
P U R C H A S E S  ( IN S T A L L M E N T )
. L e a s e d  P ro p e rty  .............................5351.02-.05 ;
5351.09-.12
PURCHASING POWER — S e e
P r ic e - L e v e l C h a n g e s ,  In flation
— Q—
QUASI-REORGANIZATIONS — S e e  a lso
C o rp o ra te  R e a d ju s t m e n t s ....5581.01-.12
. D e fin it io n , G e n e ra l ....................................5581.02
. E x c lu s io n s  from  R e s u lt s  o f
O p e ra t io n s  .................................................2010 .27
. O p e ra t in g  L o s s  C a rry fo rw a rd s  . . . .4 0 9 1 .4 9
. P r a c t i c e s  R e  W r i t e - U p s .........................4072.01
. T a x  E f f e c t s ,  L o s s  C a rry fo rw a rd s  . . . .
.......................................................................... 4091 .49
— R —
RATE-MAKING PROCESSES
. D e c lin in g -B a la n c e  D e p re c ia tio n  . . .4 0 7 4 .0 8
. D e fe rre d  In co m e  T a x e s ....................... 4074 .07
. G u id e lin e  L iv e s  ..........................................4093 .07
. M a tch in g  C o s t s  a n d  R e v e n u e s  . . .6 0 1 1 .0 2 ;
6011.04-.05
. R e c o v e r a b le  C o s t s ...................................6011 .02
RATES (INCOME TAXES)
. D e fe r re d  M e t h o d ....................................... 409 1 .1 8
. L ia b ility  M e t h o d ..........................................4091 .19
. O p e ra t in g  L o s s  C a r ry fo rw a rd s  . . . .4 0 9 1 .4 5
RATES OF INTEREST
. A n t ic ip a te d  In c r e a s e  .............................5151 .12
. C o n v e rt ib le  D e b t ....................5516.01-.02
. D e b t  w ith  W a r r a n t s ..................................5516.12
. R e fu n d in g , B o n d s  P a y a b l e ................5151 .09
FRO © 1 9 6 9 , A m e r ic a n  I n s t i tu te  o f  C e r t if ie d  P u b lic  A c c o u n ta n ts ,  In c.
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RATIOS, PERCENTAGE
. P r ic e -L e v e l In f o r m a t io n ........................ 1071.47
. S to c k  D iv id e n d s  v . S p lit -U p s  ...........5561.16
RAW MATERIALS AND SUPPLIES
. In v e n to ry  D efin itio n  ................................5121.03
. O il P r o d u c e r s ................................................5121.03
REACQUIRED SHARES — S e e  T r e a s u r y  
S to c k
READJUSTMENTS, CORPORATE —
S e e  C o rp o ra te  R e a d ju s tm e n ts
REAL AND PERSONAL PROPERTY 
TAXES ...................................................4081.01-.19
. A c c o u n t in g  P ro b le m s  . . . .4 0 8 1 .0 1 ; 4081 .08
. A c c ru a l B a s i s  T a x p a y e r  .4081.08
. A c c ru a l by  L ie n  D a t e .4081 .15
. A c c ru a l D a te  ............................4081 .04
. A g re e m e n ts , S a le s  of R e a l E s t a t e  . .
........................................................................... 4081 .06
A s s e s s e d  V a lu a t io n  .................................4081 .02
B a s i s  fo r A c c ru a l A c c o u n t in g ...........4081 .14
C o n s e rv a t is m  in A c c ru a l A c c o u n t in g  .
........................................................................... 4081.12
C o n s is t e n c y  o f A p p l ic a t io n ................. 4081.13
D isc lo s u re  in F in a n c ia l S t a te m e n ts  . .
................................................................... 4081.16-.19
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